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PROGRAM OF THE FIFTY-EIGHTH ANNUAL MEETING OF THE 
AMERICAN ECONOMIC ASSOCIATION 


Cleveland, Ohio, January 24-27, 1946 


At the time of the spring meeting of the Executive Committee prospects for a national meet- 
ing were so discouraging (at the least, so uncertain) that no definite plans were adopted. De- 
termination of time and place of meeting, with authority to cancel the annual meeting alto- 
gether, was left to the President and the Secretary. When the ban on conventions was lifted 
in September, it was decided to revive the canceled arrangements of 1942 at Cleveland. 

We acted independently, however, and did not plan joint meetings with the other members 
of the social science group. At that late date it was not feasible to delay the preparation of our 
own program in order to explore the possibilities of such joint meetings; and there was also 
considerable sentiment among the membership that a separate meeting of the Association at 
this juncture would be salutary. After our plans were announced a number of organizations 
decided to meet at the same time and place. These included the American Statistical Associa- 
tion, the Institute of Mathematical Statistics, the American Finance Association, the Econom- 
ic History Association, the Econometric Society, and the American Association of Univer- 
sity Teachers of Insurance. A few sessions were arranged under joint sponsorship with the 
American Finance Association. 

The dates chosen for the meetings were largely the result of circumstances beyond our 
control. The likelihood of extra-heavy pressure upon transport facilities and hotel accommoda- 
tions during the Christmas holidays virtually limited our choice to the dates actually adopted. 
With the rather complicated university calendars which then prevailed—including not only 
semester and quarter systems but odd periods dictated by military programs—and with vaca- 
tions sharply curtailed at many institutions, no dates would have fit all schedules. Since this 
was to be our first meeting on a national scale in four years, it was hoped that members would 
decide to attend even though it might mean coming on “company time.” 

The program was arranged by President I. L. Sharfman, with the assistance of key partici- 
pants and Association committees in charge of some of the scheduled round tables. The order 
of papers as shown in the table of contents differs from the time schedule below, since in ar- 
ranging the meetings an effort was made to avoid concurrent sessions on similar or related 
topics. 

The disclaimer footnote which has so often appeared in recent years to the effect that “the 
views expressed are the writer’s and do not necessarily reflect in any way those of’’ the public 
agency or institution with which the author is affiliated has been omitted. We hope that 
readers may take it for granted that no one but the author is responsible for the contents of 
his paper. In a few instances the writer of a paper was unavoidably absent on account of foreign 
assignment or sickness and his paper was read by another. Needless to say, the content of the 
paper still remained the author’s responsibility. It may be added that the papers or reports rep- 
resent the views of the person or persons actually signing rather than of the Association or any 
segment thereof. 


Thursday, January 24, 1946 


10:00 a.m. Meeting of the Executive Committee 
8:00 p.m. Round Table on the Problem of “Full Employment’’ 
Chairman: Major Paul H. Douglas, USMCR 
Papers: Albert G. Hart, Committee for Economic Development; Alan R. 
Sweezy, Williams College; Sumner H. Slichter, Harvard University 
Discussion: John H. G. Pierson, Department of Labor; William J. Fellner, 
University of California; Clark Warburton, Federal Deposit Insurance 
Corporation; Robert B. Bryce,* Department of Finance, Ottawa, Canada; 
Abba P. Lerner, New School for Social Research; Edwin E, Witte,* Uni- 
versity of Wisconsin 


Friday, January 25, 1946 


9:30 am. 1. The American Economy in the Interwar Period 
Chairman: Earl J. Hamilton, Northwestern University 
Papers: Joseph A. Schumpeter, Harvard University; Arthur Smithies, Bureau 
of the Budget 
Discussion: Alexander Sachs,* New York, New York; Garfield V. Cox, 
University of Chicago; Paul T. Homan,* Cornell University; Gardiner C. 
Means, Committee for Economic Development 


* No manuscript received. 
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2. Postwar Labor Relations 
Chairman: Isador Lubin, United States Commissioner of Labor Statistics 
Papers: William M. Leiserson, Johns Hopkins University; Joseph Mire, 
American Federation of State, County, and Municipal Employees; Philip 
Taft, Brown University 
Discussion: Herbert R. Northrup, New York University; Dexter M. Keezer, 
Department of Economics, McGraw-Hill Publishing Company; Charles 
W. Anrod, Loyola University; Mark Starr, International Ladies’ Garment 
Workers’ Union; Lloyd G. Reynolds, Yale University 
3. — on Monetary Policy (Joint session with American Finance Associa- 
tion 
Chairman: Benjamin H. Beckhart, Columbia University 
Participants: Lawrence H. Seltzer, Wayne University; William E. Dunkman, 
White Plains, New York; Homer Jones, Federal Deposit Insurance Cor. 
poration; James G. Smith, Princeton University; Charles C. Abbott, Har- 
vard University; Ernst W. Swanson, United States Chamber of Commerce; 
Roland I. Robinson, Board of Governors of the Federal Reserve System: 
Ragnar Nurkse, Institute for Advanced Study; Morris E. Garnsey, Uni- 
versity of Colorado; Imrie de Vegh, New York, New York; Michael A. 
Heilperin, New Y ork, New York; John Parke Young, Department of State; 
and James W. Bell, Northwestern University, Chairman of the Ad Hoc 
Committee on Monetary Policy 
12:30 Luncheon Meeting 
Chairman: Amos Taylor, Department of Commerce 
Speaker: Calvin B. Hoover, Duke University 
Subject: The Future of the German Economy 
2:30 p.m. 1. The Changing Structure of the American Economy 
Chairman: Robert D. Calkins, Columbia University 
Papers: W. Blair Stewart, Reed College; Richard B. Heflebower, Brookings 
Institution; Lawrence H. Seltzer, Wayne University 
Discussion: Glenn E. McLaughlin, W ar Production Board; Francis M. Boddy, 
University of Minnesota; Ewald T. Grether, University of California; 
Donald B. Woodward, Mutual Life Insurance Company of New York; 
Ralph A. Young, National Bureau of Economic Research 
2. Economic Problems of Foreign Areas 
Chairman: Winfield W. Riefler, Institute for Advanced Study 
Papers: Carl F. Remer, University of Michigan; Frank M. Tamagna, Federal 
Reserve Bank of New York; Mary E. Murphy, Hunter College 
Discussion: John D. Sumner, Department of State; Horace Belshaw, Insti- 
tute of Pacific Relations; Warren S. Hunsberger, Department of State; 
Lloyd A. Metzler,* Board of Governors of the Federal Reserve System; 
Donald F. Heatherington, Department of Commerce 
3. Round Table on Publication of an Annual Review of Economics 
Chairman: Eveline M. Burns, Bryn Mawr College 
Participants: Donald H. Wallace, Office of Price Administration; Edward 
S. Mason, Harvard University; Joseph S. Davis, Stanford University; 
Morris A. Copeland, National Bureau of Economic Research; Paul T. 
Homan, Cornell University; Albert B. Wolfe, Ohio State University; E. A. 
Goldenweiser, Institute for Advanced Study; Norman S. Buchanan, Twen- 
tieth Century Fund; Seymour E. Harris, Harvard University; Frederick 
C. Mills, Columbia University; Dickson H. Leavens, University of Chicago; 
Fritz Machlup, Office of Alien Property Custodian; Dexter M. Keezer, 
McGraw-Hill Publishing Company; Aryness Joy Wickens, Department of 
Labor; Joseph, J. Spengler, Duke University 
8:00 p.m. Presidential Address 
Chairman: Joseph S. Davis, Stanford University 
I. L. Sharfman, American Economic Association 


Saturday, January 26, 1946 


9:30 a.m. 1. New Frontiers in Economic Thought 
Chairman: Albert B. Wolfe, Ohio State University 


Papers: Frank H. Knight, University of Chicago; Clarence E. Ayres, Uni- 


versity of Texas; Ralph H. Blodgett, University of Illinois 


* No manuscript received. 
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Discussion: Edward H. Chamberlin, Harvard University; David McCord 
Wright, University of Virginia; Victor Abramson, Office of Alien Property 
Custodian; Abram L. Harris, Howard University; John Kenneth Galbraith, 
Fortune Magazine 


. Round Table on Postwar Shipping Policy 


Chairman: Samuel Duvall Schell, Executive Director of United States Mari- 
time Commission and Executive Deputy Administrator of War Shipping 
Administration 

Papers: Hobart S. Perry, United States Maritime Commission; Henry L. 
Deimel, Jr., Department of State; Daniel Marx, Jr., Dartmouth College 

Discussion: G. Lloyd Wilson, University of Pennsylvania; Arthur Wubnig, 
Foreign Economic Administration; Robert H. Patchin, W. R. Grace and 
Company, New York, New York; Ralph H. Hallett, United States Mari- 
time Commission; John G. B. Hutchins, Cornell University 


. Round Table on Monopoly and Competition 


Chairman: Frank A. Fetter, Princeton, New Jersey 

Papers: George P. Comer, Department of Justice; Corwin D. Edwards, 
Northwestern University; Mordecai Ezekiel, Department of Agriculture 

Discussion: Thurman Arnold,* Washington, D. C.; Vernon A. Mund, Uni- 
versity of Washington; Emerson P. Schmidt, United States Chamber of 
Commerce; Theodore O. Yntema,* Committee for Economic Development 


. Postwar Tax Policy (Joint session with American Finance Association) 


Chairman: Neil Jacoby, University of Chicago 

Papers: Harold M. Groves, University of Wisconsin; Alfred G. Buehler, Uni- 
versity of Pennsylvania 

Discussion: Paul Studenski,* New York University; Roy G. Blakey, Uni- 
versity of Minnesota; Albert G. Hart,* Committee for Economic Develop- 
ment 

Luncheon Meeting (Joint meeting with American Finance Association) 

Chairman: John D. Clark, President, American Finance Association 

Speaker: Beardsley Ruml, R. H. Macy and Company, New York, New 
York 

Subject: Tax Policies for Prosperity 

Postwar Railroad Problems 

Chairman: Eliot Jones, Stanford University 

Papers: Ralph L. Dewey, Iowa State College; D. Philip Locklin, University 
of Illinois; Elmer A. Smith, Illinois Central System 

Discussion: W. H. S. Stevens, Interstate Commerce Commission; Harold D. 
Koontz, Transcontinental and Western Air, Inc.; Edwin H. Burgess, Traffic 
Executive Association, Eastern Territory, New York, New York; Robert 
W. Harbeson, Interstate Commerce Commission; Irston R. Barnes, Civil 
Aeronautics Board; James C. Nelson, Department of Commerce 


. Round Table on International Investment (Joint session with American Finance 


Association) 

Chairman: Frank D. Graham, Princeton University 

Papers: Randall Hinshaw, Board of Governors of the Federal Reserve Sys- 
tem; Hal B. Lary, Department of Commerce; Arthur I. Bloomfield, Fed- 
eral Reserve Bank of New York 

Discussion: Raymond F. Mikesell, University of Washington; J. J. Polak, 
United Nations Relief and Rehabilitation Administration; John Parke 
Young, Department of State 


. Round Table on Agricultural Price Supports 


Chairman: F. E. Richter, General Foods Corporation, New York, New York 
Papers: John D. Black,* Harvard University; Elmer J. Working, t University 
of Illinois 
Discussion: Theodore W. Schultz,* University of Chicago; Helen C. Farns- 
worth, Stanford University; Oscar C. Stine,* Department of Agriculture; 
Theodore O. Yntema,* Committee for Economic Development 
Annual Business M eeting 
Recent Developments in Public Utility Regulation 
Chairman: Clyde O. Ruggles, Harvard University 


* No manuscript received. 
T For paper see report at Round Table on Economic Opinion. 
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Papers: Ben W. Lewis, Oberlin College; Nelson Lee Smith, Federal Power 
C. Bonbright, Columbia University 
Discussion: Clyde O. Fisher, Connecticut Public Utilities Commission; Archi- 
bald M. Mclsaac, Princeton University; Edward W. Morehouse, New 
York, New York; Leslie T. Fournier, Securities and Exchange Commission; 
Martin G. Glaeser,* University of Wisconsin; Walton Seymour, Tennessee 
Valley Authority 
2. Round Table on International Cartels 
Chairman: Arthur R. Burns, Columbia University 
Papers: Bernard F. Haley, Stanford University; Walton H. Hamilton, Yale 
University; Robert Terrill, Department of State 
Discussion: Vincent W. Bladen, University of Toronto; Fritz Machlup, Office 
of Alien Property Custodian; Robert B. Schwenger, Department of Agri- 
culture; Floyd L. Vaughan, University of Oklahoma 
3. Round Table on Economic Research 
Chairman: Donald H. Wallace, Office of Price Administration 
Papers: Edwin G. Nourse, Brookings Institution; Saul Nelson, Civilian Pro- 
uction Administration; Harold B. Rowe, Brookings Institution 
Discussion: Aryness Joy Wickens,* Department of Labor 


Sunday, January 27, 1946 


9:00 a.m. Meeting of the Executive Committee 
10:00 a.m. Round Table on Methods of Focusing Economic Opinion on Questions of Public 
Policy 
Chairman: Frederick C. Mills, Columbia University 
Reports: James Washington Bell, Northwestern University; Elmer J. Work- 
ing, University of Illinois; Corwin D. Edwards, Northwestern University 
Discussion: Frank D. Graham,* Princeton University; Charles O. Hardy, 
Federal Reserve Bank of Kansas City 
2:30 p.m. Round Table on the Undergraduate Teaching of Economics 
Chairman: Horace Taylor, Columbia University 
Discussion Leaders: Mabel Newcomer, Vassar College; Albert B. Wolfe, 
Ohio State University; Howard H. Preston,* University of Washington; 
William W. Hewett, University of Cincinnati; Mary Jean Bowman, Iowa 
State College; Joseph J. Spengler, Duke University 


* No manuscript received. 
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HE purpose of the American Economic 

Association, according to its charter, is the 
encouragement of economic research, the issue 
of publications on economic subjects, and the 
encouragement of perfect freedom of economic 
discussion. The Association as such takes no 
partisan attitude, nor does it commit its mem- 
bers to any position on practical economic 
questions. It is the organ of no party, sect, or 
institution. Persons of all shades of economic 
opinion are found among its members, and 
widely different issues are given a hearing in 
its annual meetings and through its publica- 
tions. The Association, therefore, assumes no 
responsibility for the opinions expressed by 
those who participate in its meetings. 

JAMES WASHINGTON BELL 
Secretary 
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THE AMERICAN ECONOMY IN THE 
INTERWAR PERIOD 


THE DECADE OF THE TWENTIES 


By Josepu A. SCHUMPETER 
Harvard University 


Discussion of a span of past history is one of the best methods for 
testing what economic analysis can and cannot do and for shedding 
light both on the common ground and on the differences of opinion be- 
tween us. In order to serve these purposes, I am going to ask two ques- 
tions with reference to the economic history of the United States in the 
twenties of this century: Do we agree as to the facts? How far can we 
agree as to interpretation? In the third part of my paper it will be con- 
venient to sum up separately about the causation of the ‘‘world crisis” 
1929-32. 

I 


The statistical contours of the economic process are given by a num- 
ber of time series that are familiar to everyone. Debits outside of New 
York City are perhaps the most important single index of the pulse of 
economic life. But most of us will, I think, agree that we cannot make 
much headway without considering the following “fundamental” series: 
total output; employment; price level; interest (commercial paper rate, 
bond yield, customers’ line of credit rate, Federal Reserve bank rates); 
deposits (minus interbank deposits) ; inccme, wages (rates and pay roll, 
both monetary and real), and profits (dividends); consumption and in- 
vestment expenditure; and that, for a variety of purposes, we also need 
series on: stock and bond prices; brokers, business and consumers’ loans; 
issues; government income generating expenditure; net foreign balance 
(gold movements, foreign lending); LCL (or department store sales); 
residential and other building (separately) ; individual and group prices. 
This is by no means all, of course, but I submit that this list includes 
the bulk of the statistical information which most of us will require for 
purposes of diagnosis and which is analogous to the information a doctor 
assembles in the course of his investigation when we go to him for a 
check-up. I further submit, first, that a large amount of difference of 
opinion exists between us concerning the value and statistical merits 
and demerits of those items as well as concerning the relative merits of 
different series for the same item; the very meaning being controversial 
in the case of total output. 

Second, I submit that these differences of opinion do not, in general, 
cause corresponding differences of opinion as regards the processes these 
series are intended to measure. For instance, we all agree substantially 


| 
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on the general features of the actual movements of commodity prices 
at wholesale no matter what our opinion is about the degree of excellence 
of the particular commodity-price index used. 

And, third, I submit that, so far as I can see, there are only two major 
exceptions to this statement. First, we disagree as to whether or not the 
bulk of time deposits was, during the twenties, ‘‘the same thing”’ as de- 
mand deposits so that we should be nearer the true facts of the monetary 
process if we work with demand plus time deposits than if we exclude 
the latter and connect them with “saving.’’ Myself, I hold the former 
opinion. Second, we disagree as to the amount of savings. This, however 
is largely a matter of definition which should be settled according to 
the purpose in hand. If this purpose is to ascertain whether household 
receipts that are costs to firms were or were not ‘“‘withheld”’ from the 
stream of expenditure, then it seems to me to be proper to exclude from 
the estimate of savings, realized but unspent capital gains; and to con- 
sider sums spent (however financed) on the acquisition of homes simply 
as part of household expenditure for this is what they actually are. To 
say that these sums were saved and that this saving was “‘offset’’ by 
“investment” in the homes seems to me to be needlessly €ircuitous at 
best, and suggestive of erroneous theories at worst. If, then, we define 
household expenditure on the lines suggested by these comments, it is 
the undeniable fact that, during the twenties, households habitually 
overspent their current receipts from firms! or that the algebraic sum 
of household savings was negative throughout, the deficit being covered 
by borrowing and by drawing upon speculative gains. This fact must 
be seen in connection with the other fact that income-generating ex- 
penditure by public bodies was positive and nonnegligible throughout, 
except in 1929. 

Time series never tell the whole tale and must be supplemented by a 
detailed histerical account of what actually happened in the economic 
organism. The economic history of the twenties has been written by 
very many authors. Since it is difficult to write history without implying 
some theory about causal relations between the phenomena reported, 
we shall not be surprised to find that much of that work is vitiated by 
preconceived notions of the authors. But I submit, first, that the es- 
sential facts have nevertheless been stated with adequate accuracy and, 
second, that we substantially agree about them. They are indeed fa- 
miliar to all of us. For instance, we know all of us about the essential 
features of the various downturns and upturns and their different im- 
pacts upon different industries and parts of the country; the actual 


1 In the case of noncorporate business these receipts have been put equal to Professor Kuz- 
nets’ figures for “entrepreneurial withdrawals.” The rest of the net income of noncorporate 
business has been allocated to business savings. 
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ces behavior of the Federal Reserve System and of all banks; the booms 
1ce in residential building, in utilities, in state and municipal public works; 
the developments in the new industries and in the ‘“‘old new industries,” 
jor |; especially the automobile industry and its satellites; the ups and downs 
he in the agrarian sector and in foreign investment and trade; and so on. 
de- | 
ry II 
ide The highest ambition an economist can entertain who believes in the 
1er scientific character of economics would be fulfilled as soon as he suc- 
yer ceeded in constructing a simple model displaying all the essential fea-~ 
to tures of the economic process by means of a reasonably small number of 
old equations connecting a reasonably small number of variables. Work on 
the this line is laying the foundations of the economics of the future and 
om should command the highest respect of all of us. A few immediately 
on- valuable results it has produced already. In this paper I shall not, how- 
oly | ever, avail myself of any opportunities offered by this type of research* 
To because, with the same frankness with which I have expressed my high 
by opinion of its future, I must confess to a feeling that at present the 
cat premature and irresponsible application to diagnosis, prognosis, or 
ine recommendation, of what of necessity are as yet provisional and flimsy 
t is constructions can produce nothing but error and can only result in dis- 
lly crediting this pioneer work. 
um Nor shall I avail myself of any of the theories that attempt to explain 
red economic processes in terms of monetary mechanics; that is, theories 
ust which attribute a dominant role in the economic process to such items 
ex- as interest rates, deposits (“‘supply of money’’), and the like. Take, e.g., 
ut, the almost ludicrously exaggerated opinions many economists held in 
| the twenties concerning the power of open-market operations over busi- 
ya ness situations. We then entered upon a period of reaction against the 
nic opposite views that had prevailed before and some will even today ex- 
by pect from a paper op that period nothing but a discussion of the play of 
ing monetary quantities. But I hope and believe that we are growing out of 
ed, __‘ thisand I expect, with more confidence than I should have felt ten years 
by ago, assent to the proposition that analysis of the economic phenomena 
es- | of any given period must proceed from the economic facts that produce 
nd, | them and not from the monetary aggregates that result from them. 
fa- | Beyond this, I have only one general principle to(posit) No decade 
tial | in the history of politics, religion, technology, painting, poetry and what 
im- not ever contains its own explanation. In order to understand the re- 


ual ligious events from 1520 to 1530, or the political events ftom 1790 to 
1800, or the developments in painting from 1900 to 1910, you must 


rate 2 The most important opportunity of this kind is afforded, I think, by the theory of inven- 
tory cycles; see, e.g., the remarkable work done by L. Metzler. 
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survey a period of much wider span. Not to do so is the hallmark of 
dilettantism. Evidently the same applies to economic history. The 
quickest way to give effect to this principle is to take our clew from the 
felicitous phrase, “the Economic Revolution of the Twenties.” Only we 
must interpret it in the same sense in which Sir John Clapham main- 
tained that an earlier economic revolution occurred, not in the last dec- 
ades of the eighteenth century but in the first decades of the nineteenth. 
This is true if it means that effects did not fully manifest themselves— 
especially in the cotton textile and machinery industries—until the 
twenties and thirties of the nineteenth century. It would not be true 
to locate the sources of these effects in those two decades: the decisive 
industrial events did occur in the last quarter of the eighteenth. Simi- 
larly, everyone knows that towards the end of the ninteenth century 
and in the first decade of the twentieth a number of industrial events 
occurred that were bound to change the world’s economic structure 
fundamentally but, partly owing to the “‘first”” World War, did not take 
full effect until the twenties. To mention but one instance, it was not 
until then that the technological changes in agriculture that had oc- 
curred from the nineties on disclosed their power to dislodge eventually 
the majority of farmers in all industrialized countries. The response of 
the business organism to the impact of changes of this type adequately 
explains the general features of that period in the United States. For 
other countries, England in particular, this explanation must be sup- 
plemented by appeal to additional factors specific to their individual 
historical patterns. 

History, if we would but listen, would teach us all the essentials about 
those processes. Response to the consequences of industrial revolutions 
has never meant undiluted depression. If we had time, it would be pos- 
sible to show how and why it also produces spells of prosperity. But 
it always meant a depressive undertone, a tendency for prices, profits, 
and interest rates to fall, for output (real incomes) and, owing to the 
incident dislocations, unemployment to rise, and so on through a fa- 
miliar list. And it meant precisely these things in the twenties: history— 
compare, for instance, the seventies and eighties of the nineteenth 
century—substantially repeated itself, even the booms in residential 
building and in public works duly putting in appearance as they had 
done in similar conditions before. In Europe, particularly unfavorable 
conditions, fiscal policy among other things, accentuated the depressive 
tendency. In the United States, particularly favorable conditions, fiscal 
policy among other things, accentuated—as they had in the eighties— 
the spells of prosperity, so much so that people lost sight of that tend- 
ency—though it was visible enough below a surface dominated by the 
speculative craze; and indulged in talk about prosperity plateaus— 
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though we may sense suppressed uneasiness in the applause that in- 
variably greeted stabilization programs. Nevertheless, the economists 
who wrote the report of the President’s Conference on Unemployment 
were not so wrong as it might seem when they declared (1929!): “Our 
situation is fortunate ... we have a boundless field before us.”’ They 
only forgot that the road into this boundless field leads through a suc- 
cession of valleys. 

Of all the points that should be made, two only can be mentioned. 
First, throughout the twenties, as always, prosperity as well as recession 
was essentially “spotty.’’ That is to say, for no year is it possible to 
render a lifelike picture only by means of national totals or averages. 
Conditions always differed in different industrial and geographical sec- 
tors, and it is an essential feature of the process that they did. If, in a 
given year, one industry makes 100 millions and another loses 100 mil- 
lions, these two figures do not add up to zero or, to put it less paradoxi- 
cally, the course of subsequent events generated by this situation is not 
the same as that which would follow if both had made zero profits. This 
is one of the reasons why theories that work with aggregates only are 
so misleading and why they bid fair to achieve what institutionalist 
arguments have failed to achieve; namely, to convert all of us to insti- 
tutionalism. The few general features by which I tried to characterize 
what I have called the depressive tendency of the twenties must be 
understood in this sense: they impinged upon different sectors of the 
economy in entirely different ways; no diagnosis of what actually hap- 
pened can be derived from them alone. 

Second, it is not only lack of time which motivates my silence on 
Federal Reserve policy. In a detailed picture it would have its place, of 
course. But I do not think that, speaking broadly, it made much dif- 
ference one way or another. Federal Reserve policy is not entitled to 
such praise as we may feel disposed to bestow on maintaining the 
“Coolidge prosperity”; on the other hand, it seems to me plainly absurd 
to blame it for “‘not having prevented the depression.”’ The Board was 
in no position to do either and its policy turns out, on analysis, to have 
been but little affected by the theories forged in glorification or criticism 
of its policy. The wider questions whether more resolute inflation or 
else more resolute deflation would have been indicated call for com- 
pletely different answers according to the scheme of values of the man 
who asks them. The various “rigidities” in the system, real and alleged, 
seem to me to have been of minor causal importance in the economic 
processes of the twenties. Before going on, I shall briefly present a set 
of supplementary facts that will indicate the lines on which a fuller 
analysis would proceed. 

1. The Monetary Process. Total demand plus time deposits (including 
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those in savings banks) minus government deposits plus currency in 
circulation which amounted to 20.3 billions in 1914 and to 38.5 billions 
in 1920 rose to 54.5 in 1929 (about 141 per cent of the 1920 figure). Note 
that the so-called ‘‘deflation” in 1921 produced, for the yearly figure, a 
fall of only 0.36 billion. Total income payments to individuals rose 
from 68.5 billion in 1920 to 82.4 billion in 1929, or by about 20 per 
cent. Bank debts of corporations fell throughout (especially in 1924), 
though the reduction was mostly well below the increase in other items 
of “outside funds.”” Nineteen twenty-nine shows the familiar phenome- 
non of substitution of stock to long-term debt particularly clearly. The 
long interest rate was on the downgrade and so was, properly interpreted, 
the tendency of short rates, though this tendency was obscured by the 
abnormal events of 1927-29 which also pushed up rates on customers’ 
loans. Cash balances of nonfinancial corporations, 1926-29, were fairly 
stable at about 7 billions, with a moderate tendency to rise. All this 
must be seen in connection with the behavior of consumers’ credit and 
the habit of households to spend part of their speculative gains, especi- 
ally on homes. The picture is perfectly clear: if a loose monetary rein 
and liberal spending were all that is needed to insure prosperity, we 
should indeed have had a “‘prosperity plateau.’’ But large-scale business 
certainly used the monetary ease in order to consolidate its financial 
structure and to gain independence from banks. The suggestive in- 
creases in 1922, 1924, 1927 in the investment item of banks outside of 
New York City should be particularly noticed as indicative of an im- 
portant structural change in banks’ assets. 

2. Prices and production. After the downward revision of prices in 
1920-22, which was relatively uniform (41 per cent for finished products, 
45 for raw materials, 48 for farm products), the falling tendency re- 
mains perceptible under a fluctuating surface, but there can be as little 
doubt that it was not what it would have been under a stricter monetary 
management as that it could have been counterected by additional 
government income-generating expenditure. Stricter management would 
have dampened prosperities, though in terms of dollar indices much 
more than in terms of real indices, and mitigated the subsequent de- 
pression. Deficit spending would have accentuated prosperities, though 
in terms of dollar indices much more than in terms of real indices, and 
might have avoided the depression. The latter proposition, of course, 
does not mean more than that inflation may turn amy situation into 
one that will display the usual features of prosperity and does not, in 
itself, constitute any argument for it. But the opposite argument is 
much too complex to be presented in the available space. All I want to 
draw attention to is, first, that a period which everyone will associate 
with prosperity rather than depression did run its course on a price 
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level that was falling in the above sense, though in the short-run waves 
of prosperity prices turned up each time; and that, so far as these 
short-run cycles are concerned, prices played, statistically, a distinctly 
secondary role: things recovered in 1921, when prices were still falling; 
the downturn of 1920 set in when they were still rising. 

Output of manufacturing industry, 1920-29, increased by about 50 
per cent; man-hours per unit may have fallen by as much as 40 per 
cent (Fabricant); the corresponding figures for 1899-1907 (to avoid the 
crisis figure of 1908) were 61 and (about) 15. We have the picture of 
rapid though not unheard-of development in the output figure and one 
that may have been unparalleled in industrial efficiency. Friends and 
foes of the policies of the thirties should agree that it was these develop- 
ments that raised the hopes associated with those policies above the 
level of chimeras. Also, most features of the period under discussion— 
movements of dollar figures in particular—find their chief explanation 
in them. 

3. Profits and Wages. The tendency of profit rates to fall, obscured 
as it is by the events of 1928 and 1929, requires substantiation although 
it should not surprise anyone familiar with the statistics of the period. 
Impressions to the contrary result from the habit to concentrate at- 
tention only on corporations reporting profits or even, in some cases, 
on samples that contain the peak successes. The decisive fact stands 
out in any analysis of the obviously prosperous interval 1924-26, when 
the earnings ratios ran roughly between 2 and 3 per cent (1.98 for 1926) 
and ‘‘a considerable share of the total gross corporate business was done 
at a loss” (W. L. Crum). 

The income distribution of the period displays the familiar invariants, 
both as to shares going to “factors” and as to the relations between 
income brackets. What appears to be a tendency for the relative share 
in national income going to the top 1 per cent of income receivers to 
increase seems to be accounted for by capital gains. 

During the twenties the United States economic system taken as a 
whole absorbed, at rising monetary and real wage rates, substantially 
more labor than was displaced by technological improvement—in fact 
almost, though not quite, the simultaneous increase in the job-seeking 
population. In the over-all picture, that rise looks smaller than it really 
was owing to the sharpness of the rebound from the downward revision 
in 1921 that occurred in 1922-23. Detailed analysis of national as well 
as sectional movements lends more support to theories that aver than 
to theories that deny the existence of an inverse relation, other things 
being equal, between money wage rates and employment, though it is 
no doubt possible to make too much of the historical association of the 
prompt recovery in 1922 with the prompt fall in money wage rates and 
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of other facts that point in the same direction and tally well with the 
opposite experience of the thirties. ‘‘Mere facts’’ are never decisive per 
se. But neither should we neglect them. Any theory to the effect that 
the unemployment of the twenties had anything to do with any exces- 
sive propensity to save is in any case patently wrong. 


III 


One of the most common indictments leveled at economists is their 
alleged inability to offer a satisfactory explanation of the world crisis of 
1929-32. I submit that this indictment is without foundation. We cannot 
—any more than can any physician or anyone else who deals with or- 
ganic processes—prove the adequacy of our explanation numerically, 
but we can point to facts which will plausibly account for everything 
that happened. In order to do so, it will be convenient to distinguish 
between facts that explain why there should have been a “‘depression” 
and facts that turned this “depression” into ‘‘disaster.’’ Both the valid- 
ity and the practical usefulness of this distinction will presently become 
evident. 

When we behold the face of a man in early middle age, we are to some 
extent able to form an idea of how he will look in old age. Performing 
an analogous operation on the pattern of the twenties, we have no dif- 
ficulty in realizing that certain traits in it, merely by accentuating 
themselves as they were bound to do, would gradually turn it into a 
pattern answering to our idea of a depression, particularly if we attach 
proper weights to some of the features of the ‘Coolidge prosperity” that 
were obviously destined to fade out for the time being, such as the 
booms in residential building and in utilities. That is to say, the pre- 
vailing tendencies, such as the tendency of prices and profits to sag— 
quite normal phenomena for periods of the character indicated—had 
only to go further in order to submerge, temporarily and in some cases 
definitively, increasing sectors of the economy—the most defenseless of 
all being the agrarian sector—and to develop sectional difficulties or 
breakdowns from which downward “‘vicious spirals,” attended by wide- 
spread unemployment, were increasingly likely to start. And this is the 
fundamental fact about both the depression (1929-32) and the subse- 
quent recovery, although it would take elaborate analysis to display 
the full strength of this argument. It explains in this case exactly what 
it explains in all previous historical instances of the same kind. It does 
not explain, however, any more than it does in these previous instances, 
any “disaster” but only the supernormal sensitivity of the economic 
system to adverse occurrences and to the weaknesses in the institutional 
setup of the country. 

I submit that, given what we have just described as depressive tend- 
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ency and supernormal sensitivity, the following facts constitute ade- 
quate explanation of the “disaster” in the United States though the list 
would, at least in part, look different for other countries. In thus in- 
voking individual historical facts that are in a sense accidental we do 
not more confess failure of our analytic apparatus than does the 
physician who in his diagnosis takes account ‘of facts that are in the 
same sense accidental or extraneous to the organism of his patient such 
as, for instance, drinking or the effects of a motor accident. 

The first fact is the speculative mania of 1927-29. In itself, of course, 
stock and land speculation is a “natural” and even “necessary” con- 
comitant of every business prosperity. But those wild excesses and the 
attendant financial practices were clearly abnormal; they can be ex- 
plained only by a specifically American mass psychology and could not 
have been foretold from anything within the range of statistical fact or 
reason. They were bound to issue in catastrophe and, once this catas- 
trophe had occurred, in distortion of the course of subsequent events 
particularly owing to the annihilation of that part of consumers’ demand 
that had been financed from capital gains—and, in many cases, un- 
realized ones. 

The second fact was the weakness of the United States banking sys- 
tem. There was, of course, no reason why, by 1929, a small number of 
giant banks, as impregnable to the impact of depression as were the 
English ‘Big Five,” should not have evolved from the nebula of inef- 
ficient pigmies and why, incidentally, extensive branch banking should 
not have provided much better banking facilities for the public than 
actually existed in that year. It seems safe to say that without the ob- 
stacles set up by an irrational attitude of the public mind this would 
have been the case. Now I do not see how it could be denied that it 
was the—avoidable—three bank epidemics that occurred during the 
years of the crisis which broke the morale of the public, spread paralysis 
through all sectors of the business organism, turned retreat into rout 
and thus were the most important reasons, speaking quantitatively, for 
the prevailing distress and unemployment which would not have been 
half as bad without them, and for the prevalence of a feeling that the 
world had come to an end. 


| Third in importance was the mortgage situation, both urban and rural. } 


Again I maintain that its most serious features. were entirely due to 
reckless borrowing and lending; that is to say, to avoidable deviations 
from normal business practice. Two points should be. particularly 
noticed. First, direct effects upon business and banks were serious 
enough; but still more serious were the psychological effects upon the 
community, for nothing is so apt to get on a man’s nerves as will a 
threat to the roof over his head. The explanatory value for the crisis of 
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this element is ten times as great as that of the most elegant difference 
equation. Second, it is not always recognized that it was only the mort- 
gage situation that made the plight of the farmers so serious. On the 
unencumbered farm, people will, of course, live less comfortably when 
prices break than when prices rise, but they are able to weather any 
economic storm without permanent injury. 

These items do not, of course, exhaust the list. But I refrain from 
lengthening it because I wish to focus attention on what seem to me 
the cardinal points, and because the importance of some of the addi- 
tional disturbers—such as the state of foreign trade and foreign invest- 
ment which was fundamental, for instance, to England’s difficulties—is 
smaller than it may look at first sight in the case of the United States. 

I beg to add in concluding, first, that, however great the gulf between 
“stagnationists” and ‘“antistagnationists’ may be, they must largely 
agree in the analysis of any given situation. I am not a stagnationist— 
at least not in the sense that I believe in a future of permanent stagna- 
tion irrespective of political sabotage—but if I were, I should not have 
had to paint a greatly different picture of the conditions in the twenties. 
Second, that the difficulty of making practical recommendations—ex 
post—as to “‘what should have been done about it’ at any point of time 
consists entirely in the fact that, unlike doctors, we hopelessly differ in 
aims, preferences, valuations. So soon as people sincerely tell us what 
it is they really want, we can tell them—and not more than the above 
analysis, rudimentary though it is, is needed for it—what should have 
been done at any moment in the past or, for that matter, what should 
be done now. 
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THE AMERICAN ECONOMY IN THE THIRTIES 


By ARTHUR SMITHIES 
University of Michigan 


I. Introduction 


Any discussion of the United States economy in the thirties almost 
inevitably resolves itself into either a general discussion of the business 
cycle or a discussion of the role of government in economic life. In this 
paper I am going to place primary emphasis on the role of government, 
although it will of course be necessary to advert to the nature of the 
economic problem with which the government had to deal and that 
will raise the general business cycle issue. 

I choose this course because the thirties was the first peacetime period 
in United States history where the government took positive action, 
on a wide scale, to control the general level of economic activity. The 
history of that period must therefore be in the forefront of the minds of 
those concerned with government policies to forestall depressions in the 
future. 

The policy of the Hoover Administration was to follow the path of 
orthodoxy and to assume that the situation demanded nothing more 
than the encouragement and rehabilitation of business. Interest rates 
were lowered and governmental economies introduced, and the Hawley- 
Smoot Tariff was enacted. The pressure of events led to the establish- 
ment of the RFC, but the President only very reluctantly agreed to 
extension of RFC loans to small businesses, to individuals, and to the 
states for relief purposes. The agricultural policy of the Administration 
was not so much a product of the depression as a continuation of the 
policies which had been previously adopted to relieve rural distress, 
which had continued throughout the whole period of the twenties. Be- 
yond that the President offered good advice and exhortation to business 
to maintain business and employment. Business responded to an ex- 
traordinary degree, but the pressure of events was too strong. The Ad- 
ministration resisted to the end any proposals for direct federal unem- 
ployment relief. 

It is evident from the political history of the thirties that the United 
States was no longer prepared to tolerate the privations of a serious 
depression in the traditional and ‘‘capitalist’”’ way. The verdict of the 
electorate in 1932 testifies to this and the election of 1936 even more 
so. For the qualified recovery which had been achieved by 1936 can 
hardly explain the unqualified verdict of approval which was given to 
the Administration—especially since the great New Deal instrument of 
recovery—the NRA—had proved a dismal failure and had been pro- 
nounced unconstitutional. 
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But more than relief and recovery were at issue. Social and economic 
reform—in particular, social security, recognition of the rising political 
power of labor, and of redistribution of income and economic power— 
could no longer be delayed. Professor Schumpeter contends that such 
reforms are inherently anticapitalist in the sense that they impair the 
effective operation of the capitalist system—and did in fact impair it 
in the second half of the decade of the thirties. One of my aims here is 
to examine the force of his contention. 

I have said that politically the Administration had no alternative but 
to do something about the depression. While this cannot be denied, 
critics have argued that economically it would have been preferable to 
let nature take its course. My major purpose in this paper is to examine 
the need for a recovery policy and to evaluate the effectiveness of the 
recovery policies which were pursued. 


II. The Evolution of a Policy 


I want now to sketch very briefly the policy objectives’ of the Ad- 
ministration and the measures taken to reach them. 

The First Phase. The President’s first inaugural address did not con- 
tain many indications of the movement for reform that the New Deal 
was to be in its heyday, and neither did the legislation of the first ‘100 
days.” The first message to Congress requested banking legislation, the 
second drastic economies in government, and the third the agricultural 
adjustment legislation. Recommendations for home and farm mortgage 
relief, for unemployment relief, for securities and exchange legislation, 
for emergency railroad legislation, and for TVA followed in quick suc- 
cession. On May 17 the President transmitted his famous message which 
requested the Congress to enact legislation to deal with the question of 
industrial wages, prices, and labor conditions on a nationwide scale and 
to provide for a comprehensive public works program. This message 
led to the establishment of NRA and PWA. 

Towards the end of 1933 the gold purchase scheme was adopted and 
this led to the devaluation of the dollar and the Gold Reserve Act of 
1934. The Trade Agreements Act of 1934 laid the foundation for future 
United States co-operation in the international economic sphere. 

The Administration, or rather the Federal Reserve Board, continued 
the policy of cheap money inaugurated during the Hoover Administra- 
tion. The gold inflow which was partially stimulated by the devaluation 
of the dollar enabled low interest rates to be maintained throughout the 
decade and to become a permanent feature of the American economy. 


1 T have used as my source for these policy objectives the public statements of the President. 
I have felt compelled to adhere rigidly to this course since any other would lead either to 
idle speculation or to a major research project which would take months or years to complete. 
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The revenue measures of the first New Deal period consisted of in- 
creased liquor taxes following the repeal of prohibition, emergency taxes 
on corporations and capital stock to provide for interest and amorti- 
zation on the money borrowed to finance the public works program, the 
processing taxes to finance AAA, and finally the general but moderate 
increases in income, estate, and gift taxes incorporated in the Revenue 
Act of 1934. 

That very briefly was the basis for the economic policy of the Ad- 
ministration during its first two years. The most striking characteristic 
of that program was that it attempted on a national scale to cure the 
depression by removing specific abuses and dealing with specific malad- 
justments. Relief was provided to the chief sufferers from the depression, 
agriculture was dealt with as a special problem, and the main weapon 
of industrial recovery was to attempt to introduce order in industry 
and to increase purchasing power by reducing the margin between prices 
and wages through the operation of NRA.” The impression I get from 
the President’s statements on public works is that his motivation in 
urging the programs was to improve natural resources and to absorb 
unemployed labor into productive public employment in the absence of 
private employment rather than to use public works as a pump-priming 
device. 

The point I want to emphasize is that an expansionary fiscal policy 
played a very minor role in the policy decisions of the period. Reduc- 
tions of government salaries and veterans benefits were recommended 
by the President on grounds of equity and economy. The processing 
taxes and the liquor taxes can only be described as deflationary. In fact, 
at a press conference on April 7, 1933, the President said: ‘So much of 
the legislation we have had this spring is of deflationary character .. . 
that we are faced with the problem of offsetting it in some way.’ 

There can be no question in my mind that, despite large deficits, the 
Administration at this stage genuinely wanted to balance the budget, 
that it regarded its deflationary fiscal policies as contributions to re- 
covery, that it hoped to achieve reflation through price policy rather 
than fiscal policy, and that it regarded reliance on public works as a 
last rather than a first resort. 

The Second Phase. The year 1935 saw the symptoms of a pronounced 
change in the political orientation of the Administration. The meagre 
success of NRA and its ultimate invalidation by the Supreme Court 
meant that active co-operation of government and business in the proc- 
ess of recovery was at an end; and the mounting opposition from the 

* The President stated this objective very clearly when he signed the National Industrial 
Recovery Act. See The Public Papers and Addresses of Franklin D. Roosevelt (New York: 


Random House, 1938), II, p. 255. 
Ibid., II, p. 255. 
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Right to the New Deal as a whole meant that the Administration would 
have to enlist its support in other quarters. Moreover, the demand for 
reform which may have been numbed by the rigors of full depression 
was excited by the mildness of recovery. While the policies of the first 
New Deal aimed at relief and recovery those of the second were directed 
to recovery and reform. 

The President refused to separate reform from recovery. In the State 
of the Union Message for 1935 he said: “The attempt to make a dis- 
tinction between recovery and reform is a narrowly conceived effort to 
substitute the appearance of reality for reality itself.”’* He announced 
his threefold security program: the security of a livelihood through the 
better use of the natural resources of the land in which we live; the 
security against the major hazards and vicissitudes of life; and the 
security of decent homes.°® 

In the State of the Union Message of 1936 the President stepped up 
the tempo of his attack on “the royalists of the economic order [who] 
have conceded that political freedom was the business of the govern- 
ment, but ... have maintained that economic slavery should be no- 
body’s business.’’"® The year 1936 was the one and possibly the only 
year in which the government of the United States could be described 
as being definitely of the Left. 

The second inaugural in 1937 was full of ebullient satisfaction at the 
progress of recovery, but the President significantly said that “pros- 
perity already tests the persistence of our progressive purpose,”’ and 
issued his dramatic reminder that one-third of the nation was still ill- 
clad, ill-housed, and ill-nourished. But that was practically the end of 
the second New Deal; the onset of depression in the fall of 1937, the 
changing complexion of the Congress, and the growing preoccupation 
with international matters barred the further progress of reform. 

The legislative and executive action of the second New Deal falls 
into three main groups: First, measures to give effect to the President’s 
security program and to establish the status of organized labor; second, 
measures to attack the position of the “economic royalists”; and third, 
measures to rescue the first New Deal from the shambles created by 
the Supreme Court. 

The great permanent monument to the President’s security program 
is of course the Social Security Act of 1935 which took preliminary steps 
to free families from poverty in old age and from the hardships of unem- 
ployment. Whether or not the principles of the other main security 
measures of the Administration—WPA and NYA—have become firmly 

‘ Tbid., IV, p. 16. 

5 Tbid., IV, p. 17. 


6 [bid., V, pp. 14-16. 
7 Ibid., V1, p. 4. 
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established still remains to be seen. In his 1935 Message, the President 
had said: “‘The federal government must and shall quit this business of 
relief. I am not willing that the vitality of our people be further sapped 
by the giving of cash, of market baskets, of a few hours of weekly work 
cutting grass, raking leaves or picking up papers in the public parks.’”® 

The third item in the security program—decent homes—ran into 
legislative and judicial obstacles. FHA insurance contributed to middle- 
class housing; but it was not until 1937 that provision for low rent 
housing for slum dwellers was made and that was but a modest attempt. 

Labor won its charter under the second New Deal. The National 
Labor Relations Act of 1935 firmly established the right of collective 
bargaining and assured that the bargaining would be conducted by 
representatives of the majority of the workers involved—an assurance 
which was not provided under Section 7A of the National Industrial 
Recovery Act. The other great labor measure—the Fair Labor Stand- 
ards Act—was not passed until 1938, and finally legislated the principles 
of minimum wages, penalty overtime pay, and the prohibition of child 
labor. 

The “‘antiroyalist” legislation included the public utilities legislation, 
but the measures that are of most importance, especially for present 
purposes, are the tax legislations of 1935 and 1936. The President recom- 
mended to Congress imposition of increased estate and gift taxes, in- 
creased individual surtaxes, and graduated corporation income tax, and 
requesting study of other taxes including those ‘‘to discourage unwieldy 
and unnecessary corporate surpluses.’’ With the invalidation of AAA 
and the consequent loss of processing tax revenues, he recommended 
an undistributed profits tax in March, 1936. 

The 1935 Message was based not on the need for more revenue but 
on the need for redistributing wealth, plugging evasion loopholes, and 
reducing concentrations of economic power. Although the 1936 recom- 
mendation was based on revenue needs, the particular form of tax 
chosen was determined on grounds of equity rather than economics. 
The tax laws of 1935 and 1936 thus differed markedly in their motiva- 
tion from their New Deal predecessors whose primary objectives had 
been to increase the receipts of the Treasury. But neither were they 
motivated by the need for an expansionary fiscal policy. 

The Supreme Court decisions removed the processing taxes of AAA 
and relieved the Administration of the embarrassing necessity of trying 
to make NRA succeed. The crop control features of AAA were salvaged 
by the Soil Conservation Act, but NRA had no major successor so far 
as its prices and wage features were concerned. In fact, the whole spirit 


* Ibid., IV, p. 20. 
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of the second New Deal was inconsistent with “self-government in in- 
dustry”’ which was the essence of NRA. 

As a result cf the Supreme Court’s surgery and also of the enactment 
of the Bonus over the President’s veto, the government’s contribution 
to recovery after 1935 depended almost entirely on the fiscal effects of 
its policy; that is, efforts to create purchasing power by attempts to 
adjust the price-wage structure disappeared and the stimulus to econ- 
omic activity given by the government was the income-creating effect 
of the budget deficit. But the deficit was not the result of fiscal plans 
laid by the government to achieve economic goals. It was rather the 
net result of the budgetary requirements of relief and reform measures 
and the political infeasibility of increasing taxation pari passu with ex- 
penditures. Expenditures depended on the amounts required to provide 
WPA employment for the unemployed and the new taxes were based 
largely on the Administration’s program to redistribute wealth and in- 
come. It was thus a matter of accident rather than design if the fiscal 
policy actually pursued did in fact promote recovery at the desired rate. 

The Third Phase. The third phase of the New Deal period opened with 
the depression in the second half of 1937. That depression took everyone 
by surprise—government and public alike. The year 1937 had opened 
with serene economic optimism. The 1938 budget was to be balanced 
and the economic instruments of government were to be directed to 
curbing a boom. The portents in the fall of 1937 were not heeded and 
it was only in the spring of 1938 that the Administration was convinced 
that it had a serious depression to contend with. 

In April, 1938, the President sent to the Congress his ‘““Recommenda- 
tions Designed to Stimulate Further Recovery.’ This document is re- 
markable in that it was the first outright recommendation by the Presi- 
dent designed to achieve recovery through fiscal policy. Increased 
appropriation for WPA, NYA, Farm Security, and CCC were urged 
with the frank objective of increasing national income. The government 
credit agencies were to make cheap credit available to business, and 
the President recommended a large expansion of the general public 
works program. The message is noteworthy for the omission of any 
recommendations for increased taxation. The Treasury had evidently 
been appeased by recommendations for the elimination of tax-exempt 
bonds and for federal and state taxation of all government salaries. The 
goal was a national income of 80 billion dollars, and the President as- 
serted that that goal could be achieved only if private funds are put to 
work “and all of us recognize that such funds are entitled to a fair 
profit.’2° 


® [bid., 1938 Vol., p. 221. 
19 Tbid., 1938 Vol., p. 226. 
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Beyond acting on the President’s recommendations, the chief contri- 
bution of the Congress to the recovery program was to enact the Reve- 
nue Act of 1938 which repealed all but a token remnant of the excess 
profits tax and substituted a corporation income tax on firms earning 
more than $25,000. 

The other main legislative achievements of the third phase were the 
Fair Labor Standards Act to which I have already referred and the new 
Agricultural Adjustment Act of 1938. The latter act instituted the pres- 
ent method of assistance to agriculture through voluntary acreage con- 
trol and Commodity Credit Corporation price support. 

The other noteworthy feature of the third phase was the antimonop- 
oly campaign which found its expression in an aggressive application of 
the antitrust laws and aggressive investigation through the Temporary 
National Economic Committee. The NRA policy of recovery through 
agreement was finally and completely reversed. 

Thus through a process of trial and error and of ordeal by Congress 
and the Supreme Court the Administration wound up its peacetime 
record and concluded the decade with a clear-cut recovery program of 
fiscal policy and cheap money. The agricultural policy was the most 
effective method yet devised to achieve the objective of a floor under 
agricultural prices. The reforms of the banking and financial system 
and social security were accepted as permanent, and labor had won its 
place in the sun. The main unfinished piece of business was the monop- 
oly program. The onset of war postponed the formulation of a compre- 
hensive antimonopoly policy." 


Ill. Effects on the Economy 


I shall now attempt to analyze the effects of the government’s poli- 
cies on the American economy during the thirties. To do this I shall 
first consider the behavior of the main determinants of private economic 
activity—the factors that influence private decisions to invest and to 
consume. Such a discussion should enable us to decide what effect the 
government’s policy had on the structure of the American economy, 
and separate the sheep from the goats among the plethora of policies 
which were pursued. 

Let me turn first to the vexed question of private investment. I shall 
discuss it in terms of the usual division into producers’ plant and equip- 
ment, residential construction, net additions to inventories, and foreign 
investment. 

Plant and Equipment. Both friendly critics and active opponents have 
argued that the New Deal policies—at any rate before 1938—were 


1 For an excellent survey of the New Deal see Basil Ranch’s The History of the New Deal 
(New York, 1944). 
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seriously detrimental to private investment in plant and equipment. It 
has been argued with cogency that the tax policy—the progressive in- 
dividual income tax, corporation taxes, and especially the undistributed 
profits tax—diminished the incentives of individuals and corporations 
to risk their money in venturesome enterprises. It is possible that the 
antispeculation reforms, while increasing the soundness of investment, 
diminished its quantity. There is considerable agreement with Professor 
Schumpeter’s argument that anticapitalist attitudes provided a chilly 
climate for innovation. Finally, there was the all-embracing charge that 
the mutual distrust of government and business produced a “‘strike of 
capital.” These arguments lose none of their appeal since something is 
required to explain why plant and equipment expenditures in the thirties 
never approached their peak level in the twenties. 

On the favorable side, it can be argued that the cheap money policy 
and the federal loan policy encouraged investment in the traditional 
way by reducing the cost of borrowing. Also, somewhat to my surprise, 
I find that Professor Schumpeter includes NRA as a positive recovery 
factor. He argued that it “pegged weak spots in industries, stopped 
spirals in many places, mended disorganized markets” and “even Blue 
Eagles do count for something when, objective conditions for revival 
being given, it is broken morale that is the matter.’’* While I am quot- 
ing Professor Schumpeter, I should like to record his views on the con- 
tention that government deficits per se impede business expansion. He 
says: ‘Some of the arguments adduced for this possibility fully merit 
the shrugging of shoulders with which they are usually met; for instance, 
the argument that the unbalanced budget destroyed confidence.’ 

These arguments are I believe all sound in principle, but, in order to 
assess their impact on the economy, we need some quantitative measure 
of their effects. The way for such measurement has been paved by 
Tinbergen’s epoch-making work," but his own study does not extend 
to the period we are investigating. Tinbergen’s work is now being re- 
vised, extended, and improved at the Cowles Commission and has 
resulted so far in a preliminary manuscript by Mr. Lawrence Klein. 
The Commission and Mr. Klein have generously given me permission 
to use their results with the caution that they must be regarded only 
as first approximations. This reservation applies not only to Mr. Klein’s 
results but also to other conclusions based on correlation analysis to 
which I shall refer. 

Mr. Klein has obtained a relation from the data over the period 
1921-41 which satisfactorily ‘“‘explains” the demand for net additions to 


2 J. A. Schumpeter, Business Cycles (New York, 1939), pp. 992, 993. 
8 Thid., p. 1005. 
4 J. Tinbergen, Business Cycles in the United States (League of Nations, 1939). 
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plant and equipment in terms of the private net output of the economy 
in the recent past as a positive factor and the existing stock of capital 
equipment and the price level of capital goods as negative factors. The 
unexplained residuals are randomly distributed, and, so far as I can see, 
none of these residuals can be identified as disturbances of the relation 
due to government policy. For instance, in relation to the values yielded 
by the formula, investment was abnormally high in 1929, but still higher 
in 1937. The plausibility of the relation is increased by the satisfactory 
results which the same method yields for particular individual groups 
such as public utilities and mining and manufacturing. 

I am not satisfied that this relation reveals the whole truth about 
investment demand in all circumstances. I believe an adequate theory 
requires the inclusion of net profits after taxes as an explanatory vari- 
able. It has not emerged as such in Mr. Klein’s results because net 
corporate profits (excluding inventory revaluations) have remained 
very highly correlated with private output. Profits before taxes retained 
throughout the thirties the same relation to private output, with practi- 
cally no disturbance, as existed during the twenties. The tax changes of 
the thirties were not sufficient to disturb greatly the relation between 
profits after taxes and output. I therefore interpret Mr. Klein’s results 
to mean not that tax changes are irrelevant but that those which in fact 
did occur had no significant effect. 

Mr. Klein’s demand function also does not include the rate of interest 
as an explanatory variable. Although interest rates can be demonstrated 
to be determining influences in other countries, they are apparently 
dwarfed by other influences in the United States. Tinbergen reaches 
the same conclusion and demonstrates that the determinants of invest- 
ment differ widely from country to country. 

The results lead to the conclusion that the underlying factors deter- 
mining investment in plant and equipment were the same in the twenties 
and the thirties and that government policy affected investment only 
insofar as it affected the explanatory variables of the relation. 

The large stock of capital which played an important role in depress- 
ing investment in the first half of the decade was the inheritance of the 
twenties and not a product of the thirties. Government policy affected 
the rate of investment insofar as it influenced national output and capi- 
tal goods prices. Its influence on output depends on the expansionary 
effects of all the government policies. Prices of capital goods, and es- 
pecially construction costs, did rise abruptly and disproportionately be- 
tween 1936 and 1937. This may be ascribed to wage increases and to 
increases of world prices of raw materials. 

I cannot regard these statistical conclusions as in any way final or 
definitive, and I am sure the Cowles Commission takes the same point 
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of view. However, until evidence to the contrary appears, I am pre- 
pared to enter a verdict of ‘‘not proven’’ to the charge that the politica] | 
and economic environment of the thirties affected the incentive to invest 
in plant and equipment through its effect on business confidence. 

Residential Construction. The low rate of investment in residentia] 
building in the thirties has given rise to explanations involving lack of 
confidence of the same type I have described in relation to plant and 
equipment investment. I therefore need not repeat them here, but turn 
at once to the statistical evidence. 

There is a growing volume of reasonably satisfactory attempts—al] 
on the same lines—to explain statistically fluctuations in residential] 
building, and I feel I am here on less treacherous ground than that 
which I have just left. I refer to the work of Roos,™ Chawner," Tin- 
bergen” and Derksen.” Mr. Klein has re-examined the whole question | 
for the period 1921-41 in the light of later statistics than were available | 
to the other writers. He explains expenditure on nonfarm residential 
building in terms of disposable income, the rent level, construction 
costs, and net increases in families in the recent past. But the rent level 
itself depends on conditions in the housing market. Mr. Derkson has 
given the most satisfactory explanation of rent in terms of the vacancy 
ratio two years before and nonfarm family income. 

These studies give a satisfactory explanation of residential building 
over the twenties and the thirties, and lead to the conclusion that the 
major factor accounting for the low level of housing in the thirties was 
the high rate of construction in the twenties. Higher construction costs 
also reduced total housing expenditures in the later years of the decade. 
This was probably reflected, at least partially, in a reduction in the 
size rather than the number of dwelling units constructed. 

Here again I can find little evidence that taxation or lack of confidence 
in the government was an important explanatory factor. Had it been, 
surely 1937 and 1938 would have been years of markedly subnormal 
activity, which they were not. Furthermore, I believe that these factors 
are less likely to have an adverse effect on residential building than on 
business plant and equipment expenditures. The main factors which 
account for the low level of residential construction shown in the thirties 
appear to be a relatively large supply of housing in relation to the num- 
ber of families, especially in the first half of the decade, high construction 
costs, especially in the second half, and a low level of income throughout. 

Business Inventories. The behavior of inventories over the thirties 

=" F. Roos, Dynamic Economics (Bloomington, Indiana, 1934), p. 69. 

16 L. J. Chawner, The Residential Building Process: An Retell in Terms of Economic ani 
tin Social Influences (Washington, 1939). 


7 Op. cit. 
‘8 J. B. D. Derksen, “Long Cycles in Residential Building,’’ Econometrica, 1940, p. 97. 
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requires no particular comment except for two episodes. Inventories 
were liquidated under the impact of declining production after the onset 
of the depression and were built up as recovery got under way. The two 
exceptions to this regular behavior I want to notice are the short-lived 
inventory spurt in the second half of 1933 and the abnormal accumula- 
tions of inventories in the latter half of 1936 and 1937. The 1933 incident 
must be explained by the prospects of higher costs, especially wages, 
under NRA, while the accumulations in 1936 and 1937 were largely in 
response to the expectations of higher prices aroused by the sharp gen- 
eral increases in wage rates at that time—although the prospects for 
higher world prices for raw materials probably also had significant ef- 
fects. The 1933 flurry was followed by a mild liquidation. The liquida- 


© tion of the accumulations of 1936 and 1937 was a major factor in ex- 
uestion 


plaining the sharpness of the downswing in 1937 and 1938. These 
episodes were, I believe, the most important effects of the general be- 
havior of wage rates in the period. 

Foreign Investment. Foreign investment as represented by “net ex- 
ports” reached an average annual rate of about 1 billion dollars in the 
latter half of the twenties. It did not regain this rate until European 
war demands expanded American exports at the end of the thirties. 


> What then was the effect of the devaluation of the dollar and the trade 
uilding | 


agreements negotiated after 1934? It is impossible to isolate the effects 


’ of these measures since conditions in the outside world remained by 
les was 


no means Static. I believe, however, that devaluation did accomplish 


' some increase in the positive balance of payments in the year or two 
) after it was undertaken, but that restrictive measures taken by other 


countries, whether in retaliation or for other reasons, very soon offset 
this effect. It is also an almost impossible problem to isolate the effects 


> of the trade agreements. My own opinion is that the trade agreements 
) negotiated in the thirties laid the foundations of a policy of freer trade 
) in the future and did not have a marked impact on the operation of the 
' economy of the thirties. I must hasten to add that this opinion does 

» not belittle the achievement of those who succeeded in reversing the 
) policy exemplified by the Hawley-Smoot tariff. 


I conclude that the net effects of United States economic foreign 
policy were reflected in the domestic economy rather than in foreign 


) trade. Chiefly by reducing confidence in other currencies, devaluation 
, probably accelerated the gold inflow into the United States and thus 
» facilitated the cheap money policy. Secondly, by raising the world dollar 


prices of agricultural products, the burden of aid to agriculture on the 


q federal budget was somewhat reduced—and after all, was not the real 
| objective of devaluation to raise agricultural prices? 


Consumers’ Expenditures. It has been widely argued that the govern- 


q 
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ment’s policies of the thirties, whether designed for the purpose or not, 
did derive economic justification from their effect in increasing consump- 
tion in relation to national income. 


NRA was intended by the President to raise wages by more than | 


prices and thereby redistribute income and increase consumption. The 
antimonopoly policy of the latter part of the decade was intended to 
achieve the same result. There was a widespread belief that higher 
money wages, unassociated with any price policy, would increase mass 
purchasing power. One of the objectives of agricultural policy was to 
increase total consumption by improving the lot of agriculture. More 
progressive income taxes were held to redistribute income after taxes in 
favor of those more likely to spend on consumption. One of the main 
economic arguments for the undistributed profits tax was that it would 
reduce corporate savings and thereby increase income payments to con- 
sumers. 

Here again the only way to assess the quantitative validity of these 
contentions is to test the matter statistically. Their quantitative effects 
would be reflected in the propensities of individuals to spend out of their 
disposable incomes and of corporations to distribute their incomes as 
dividends. This evidence can also be reinforced by such evidence as 
there is on the distribution of incomes. 

There is widespread agreement among economists that consumers’ 
expenditures throughout the whole interwar period can be explained as 
a function of disposable income with a rising time trend representing 
progress towards higher living standards. Disagreement only exists as 
to the form the relation should take. Some economists use deflated 
series, others the money data. Some contend that the regression shifts 
as between prosperity and depression years. My own belief is that the 
relation which satisfies both theoretical and statistical requirements 
best is to relate per capita real consumption to per capita real income 
for the whole period.’ But whatever the correct law is, there is no ev: 
dence that it changed during the thirties. Thus whatever changes in the 
distribution of individual incomes after taxes did occur, they had no 
perceptible influence on consumer spending in relation to disposable in- 
come in the aggregate. 

The behavior of corporations in distributing their dividends has s 
far defied systematic explanation, but the figures do enable us to answet 
the question with which we are mainly concerned. Mr. Hoover’s policy 
of exhortation probably did have some effect in inducing corporations 
to distribute more than they earned in 1930. But corporations as a whol: 
continued this practice through 1938—though on a smaller scale. Unless 
it can be argued that Mr. Hoover’s advice was still being adhered to 


‘8 A. Smithies, “‘Forecasting Postwar Demand I,’’ Econometrica, Jan., 1945, p. 1. 
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or not, | @ jt is difficult to explain the behavior of corporate savings except in terms 
1sump- of the depression itself. 

i he paucity of official data on the distribution of individual incomes 
e than | does not permit any definitive conclusions. I am impressed, however, 
m. The | § with the remarkable stability of the relation between private wages and 


ded to | ¥ salaries to private gross product. Throughout the twenties and thirties 
higher | ¥ wages and salaries remained extraordinarily close to 50 per cent of the 
e Mass total. This relation is a dominant factor in determining the distribution 
was to of individual incomes. There is some indication that in 1937 labor did 
- More | ¥ succeed in increasing its share of the total product, but these gains were 
axes in | } rapidly wiped out by subsequent price adjustments. I am unable to find 
e main any identifiable influence of the antimonopoly policies. I infer, therefore, 
would | ¥ that the redistributive policies of the thirties either did not have their 


to con- | ¥ anticipated effects on consumption or were not carried as far as has 
sometimes been thought. 

f these | 4 My survey of the determinants of investment and consumption thus 

effects | 7 leads to the conclusion that, by and large, during the thirties both busi- 

of their | | nesses and consumers were influenced in making their expenditure de- 

mes as | | cisions by the same factors in the same way as in the twenties. I submit 

nce as F | this conclusion with some diffidence since the statistical relations on 
which it is based are admittedly tentative. But that evidence all leads 

jumers’ in the same direction. On the other side there i is only a priori opinion 

ined as however well informed and experienced. 

senting The analysis also enables us to identify the factors which did affect 

cists as he data on which the decisions of investors and consumers were based. 

eflated They are as follows: 

1 shifts 1. The high rate of construction of business plant and equipment and 


rat the BM residential building during the twenties increased the stock of capital 
ements Ba “ to a high level and thus made for abnormally low investment in the 
income hirties. 


no evi: 1 2. Declining population growth contributed to the relative abun- 
; in the F ¥ dance of the supply of housing. I should add that I am speaking here of 
had no | | abundance from the point of view of the operation of the private econ- 
ble in- F | omy and not from any welfare point of view. 

__ 3. Increases in construction costs and the prices of capital equipment 
has 0 F ¥ in relation to the general price level, particularly from 1937 on, contrib- 
answe! . uted to the low rate of long-term investment, as compared with the 
policy twenties. 
rations f § 4. The rapid increases in wages contributed to the inventory specu- 
whol lation in 1936 and 1937. 

Unies f ~ 5. The net foreign balance remained at a low level until European 
red to ; rearmament increased United States exports. 
| These are all factors tending to depress the level of national income. 
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The single factor operating in the opposite direction was the expansion. | 
ary fiscal policy of the federal government, which considerably mor 7 
than offset the contraction in the construction programs of state and 7 
local governments which occurred after 1929, and afforded a strong § 
positive stimulus to national income and thereby increased the rates of | 
private consumption and private investment. 


IV. Evaluation of Policy 


I can now attempt to answer the questions which I raised at the be. | 
ginning of this paper: Was a positive government policy required if ful] 77 
recovery was to be achieved? What were the effects of the policy actually 
pursued? Did reform conflict with recovery? 

We can answer the first question with some confidence. Even if all |” 
the disturbing influences that occurred during the thirties had been | 
absent, the high rate of accumulation of capital during the twenties [7 
would have made for a low rate of investment and consequently a low 
rate of income during the thirties. If nature had been left to take its 
course, there would presumably have been a prolonged period of dis. f 


investment and depression before it would have again become profitable | 


for businesses to undertake the rate of investment expenditures re. 
quired for full recovery. Our analysis leads to the conclusion that re- 
covery would have arrived eventually, although there is no reason to 
believe that the ‘‘speculative” influences which made 1929 an excep- 
tional year would have recurred. The contentions advanced in the heat F 
of controversy that but for the New Deal full recovery would have been F 7 
achieved by, say 1935, merit no attention. In fact, I know of no econo- 
mist who would now argue that if “orthodox” policies had been con- 
tinued, recovery up to 1937 would have been more rapid than it was 

Whatever the legitimate doubts about the statistical explanations oi 
investment, I do believe the negative correlation between investment 
and the existing stock of capital is firmly established on both theoretical 
and statistical grounds. It follows that government action which miti- 
gates depressions by policies which increase the rate of private invest: 
ment tend to diminish its rate in the following boom. I make this 
observation, not as an argument against stabilization policies, but 
merely as a word of warning against the assumption that an efiective 
countercyclical policy will achieve prosperity. Such a policy would 
tend to eliminate the peaks as well as the troughs. For full employment 
more is required. 

From the point of view of recovery our analysis has shown that the 
only policies which need to be considered are fiscal policy and wage 
policy. I have ruled out the vast array of measures such as NRA, AAA, 
and devaluation, except insofar as they were reflected in fiscal policy 
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and the behavior of wages. For any other effects would have been re- 
flected in changes in the behavior of consumers and investors, which 
remained substantially unchanged. 

[ have nothing further to add on wage policy. I am not concerned to 
debate the extent to which the actual behavior of wages can be regarded 
as the consequence of the government’s policy. I would like, however, 
to remove one possible misunderstanding. Wage behavior proved dis- 
ruptive in the thirties, first, because changes were abrupt and, second, 
because they contributed to an increase in construction costs in relation 
to other costs. To acknowl-dge this must not be interpreted as criticism 


of a wage policy which requires increases in money wages consistent 
) with increased productivity of labor and stability of prices. 


I have shown that before 1938 the fiscal policy of the government was 


') a matter of accident and, in detail, was a mass of contradictions. Expan- 
twenties 


sionary expenditure programs were the occasion for the introduction of 


) regressive tax measures. I feel quite convinced that in the early days of 
_ the New Deal it was political infeasibility alone that prevented further 
‘ofitable 


measures of taxation. We have seen that the tax measures undertaken 
did not in fact have the desired results on the relation of consumption 
to income or the feared results on investment. The results of the new 


/ taxes must be judged by their over-all effects. These were to reduce 


private net output in relation to the total. By the end of the thirties it 


) was necessary to rely on a greater rate of government production of 
goods and services to attain any given national income goal than at 
) the beginning of the decade. On the other hand, the deficit required to 

) attain that goal was smaller as a result of the New Deal taxes. Some- 

_ time the United States may have to make up its mind whether it wants 

_ to keep private enterprise or hold down the national debt. 


The expenditure side of the government’s policy was also contradic- 


me tory. Expenditures were cut to help balance the “regular budget” while 
> the “emergency budget” increased. Expenditures were determined by 
~ the need to relieve distress rather than by any consideration of the re- 
_ lation of fiscal policy to economic expansion. Nevertheless, the rate of 
) expansion between 1933 and 1936 was remarkable. But in the light of 
) what was accomplished in 1941, I am inclined to think that rate of 


expansion could have been greater had the fiscal policy been more am- 
bitious. There were few bottlenecks in 1933, and if they appeared later 


& it was due to the slowness rather than the rapidity of recovery. For 


instance, prolonged depression in the building industry did impair the 


skilled labor supply. 


It has been alleged that the inflationary situation in 1937 was the 
consequence of the expansionary fiscal policy. But the expansion from 
1938 to 1941 was attended with no phenomena which could be des- 
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cribed as inflationary. I therefore cannot accept the explanation for 
1937, especially since that inflation can be accounted for on other 
grounds—particularly the inventory boom which I have already dis. 
cussed. 

The 1937 experience has been used as an argument that an expan- 
sionary fiscal policy cannot be tapered off without creating a depression, 
The year 1937, however, is hardly a fair test since, as we have seen, it 
contained the seeds of a highly unstable situation not themselves the 
result of the fiscal policy. But I do agree that tapering off may cause 
difficulties. I am to some extent reassured on this point by the remark- 
able way in which the economy has withstood the “tapering off” of war 
expenditures in the last few months. The government did face a difficult 
situation in 1937. Full employment had not been achieved but inflation 
had. Hindsight leads me to the view that it would have been preferable 
to let the inflation run its course rather than to contribute to a serious 
depression. 

After 1938 fiscal policy again made its full contribution to an unspec- 
tacular recovery through 1940. Rearmament and war produced full 
recovery, but postponed for a later depression the conclusion of the 
peacetime experiment. 

My analysis of investment has led me to disagree with Professor 
Schumpeter’s contention that reforms are per se anticapitalist and there- 
fore depressive. But I do agree that in other ways reform impeded re- 
covery. In the first place the abruptness of the wage increases in 1936 
and 1937 can be to some extent attributed to the government’s labor 
policy. In the second place, reform measures gave rise to some of the 
contradictions of fiscal policy. From the national income point of view, 
social security meant a highly deflationary tax which was offset to only 
a trivial extent by disbursement of benefits. But the consequences were 
accidental and not necessary incidents of reform. My conclusion from 
the thirties—to say nothing of the forties—is that the American econ- 
omy can stand a lot of buffeting and that immediate profits can do 
wonders for business confidence. 


V. Conclusion 


My main conclusion on government policy from the experience of 
the thirties is that fiscal policy did prove to be an effective and indeed 
the only effective means to recovery. This conclusion does not, of course, 
imply that other methods could not have been effective; merely that 
these would have had to be applied much more drastically and vigor- 
ously than they were in the thirties. For instance, if the government 
were to assume complete control over wages and prices, it might prove 
possible to achieve recovery by that means alone. If the government 
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were to push far enough the policy of monetary expansion which will 
be discussed by Mr. Means, I have little doubt that that too would 
lead to recovery.” My own opinion, however, is that a flexible fiscal 
policy, which pays due attention to flexibility on both the expenditure 
and revenue sides, would provide the most conservative solution. 

[ do not mean by this that direct controls have no place in stabiliza- 
tion policy. On the contrary I do believe that a vigorous, antimonopoly 
policy is necessary to prevent abuse of fiscal policy. But I doubt 
whether such a policy can be relied on to effect major redistributions 
of income. The evidence of the thirties suggests that the redistributions 
that did occur in that decade were the direct consequence of fiscal policy. 

he thirties have demonstrated that fiscal policy can promote expan- 
sion without disturbing the structure of the economy, but as I have said, 
the last chapter remains to be written; and meanwhile I am left with 
the impression that the road from depression to enduring recovery is 
not an easy one. 

[ am convinced that it is much easier economically to avert depres- 
sions than to cure them. My argument leads to the conclusion that the 
thirties can be explained in terms of the cyclical process and were very 
largely the product of what had gone before. And that means that a 
depression of the same order can and probably will recur unless it is 
arrested by government action. One very eminent observer has des- 
cribed the New Deal as “the price we paid for time to think.” At 
present I am afraid there is danger that we may become impervious to 
thought in the forties as we were in the twenties. 


[ have supported this contention in, “The Quantity of Money and the Rate of Interest,’’ 
f Economic Statistics, Feb., 1943, p. 69. 


‘x 
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DISCUSSION 


GARFIELD V. Cox: Professor Schumpeter’s stimulating presentation has 
concerned the degree of agreement first as to the major economic facts of 
the twenties and second as to interpretation of the facts. With respect 
to interpretation he has considered, first, why that decade developed as it 
did and, second, which of its features contributed most to the severity of 
the ensuing depression. 

Under facts he has called attention to two matters he finds subject to 
disagreement. The first relates to bank deposits. He has good ground for in- 
cluding time deposits for that decade as part of the circulating medium. 
During the twenties a substantial fraction of time deposits in commercial 
banks consisted of large items to the credit of business firms and persons 
of wealth, while under present practice commercial banks do not accept 
such time deposits. Also, time deposits rose rapidly to match a considerable 
part of the growth in bank loans and investments. But in a study of money 
flows this difference in practice should affect the transactions velocity and 
the so-called ‘‘income velocity” of checking deposits. If in the twenties com- 
mercial banks had refused to hold time deposits for business concerns and 
had limited individual time deposits as now, demand deposits would pre. 
sumably have been larger than they were and their velocities would cer. 
tainly have been lower. The question would seem to be whether one pre- 
fers to include time deposits with demand deposits and get lower velocity 
figures, or to assume that large time deposit holdings register their monetary 
effect through a higher velocity of checking deposits. 

Professor Schumpeter’s second point relates to disagreement as to the 
amount of savings. He protests the practice of designating as savings the 
sums accumulated and spent by family units to acquire ownership of houses 
for their own occupancy. I do not agree with his criticism. Housing is far 
more costly than other items of consumers goods and is especially durable. 
Much housing built for owner occupancy is soon rented or sold. Although as 
high a proportion of cars as of houses may be sold secondhand, the much 
higher obsolescence rate and the shorter life of cars leave housing in a special 
category. 

To return, however, to Professor Schumpeter’s main point, if one excludes 
from savings both sums spent in the purchase of homes and realized but 
unspent capital gains, one must, I think, agree with him that the algebraic 
sum of household savings was probably negative during the twenties. Ex- 
tension of installment financing into new fields and rapid increase in its 
volume, together with unprecedentedly widespread capital gains, were 
factors encouraging to high consumer spending. It is also clear that state 
and local governments were going into debt by a total considerably 1 
excess of federal debt retirement. 

Turning to issues of interpretation, I find myself in accord with much 0 
what Professor Schumpeter says and seems to imply. I am not certain that 
I sense fully his position concerning monetary factors in this period. I share 
his well-known view that Federal Reserve policy had much less effect upot 
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the course and level of business activity and prices during the twenties than 
was widely imputed to it at the time. Nor do I think that a different central 
banking policy could have prevented a depression after 1929. I shall limit 
myself to two respects in which action different from that taken might have 
brought better results. Had the Federal Reserve possessed and exercised 
in the twenties its present control over margin requirements on loans on 
listed stocks, the bull market might not have run to such excess. Given 
smaller capital gains consumer spending would presumably have been ma- 
terially less in 1928-29, but the price would probably have been worth 
paying. If, when recession began in 1929-30, the Federal Reserve authority 
had by law possessed great latitude in its reserve requirements for both 
notes and deposits, and had created and maintained from the beginning of 
the business decline a substantial surplus of member bank reserves, it seems 
reasonable to suppose that the shrinkage of member bank assets and de- 
posits would have been less severe than it was. The amount of bank credit 
provided by the Federal Reserve banks declined in 1930 and fell still lower 


A in the fore part of 1931, and almost no excess reserves were provided until 


the spring of 1932. Those who hold that an easy money policy is ineffective 
against cyclical contraction may be correct, but they should not cite the 


. business decline of 1930-31 as proof, for it is a gross exaggeration to call 


what happened in that period the execution of an easy money policy. 
I also seem to assign greater weight than does Professor Schumpeter to 


> effects of World War I upon the character and course of economic activity in 
" the twenties. In explaining the latter he stresses industrial changes of the 
_ late nineties and of the prewar years of this century, and assigns to World 


War I principally the role of having helped to delay until the twenties the 


- full effect of these prewar technological changes. Certainly one may also 
_ impute to the war the inventory boom of 1919, and most of the price rise 
_ which was partly erased in the sharp deflation of 1921. The housing boom of 


the twenties was surely more intense because of the lack of building during 
the war. Railroad maintenance and utility and public construction were 
similarly affected. The farm mortgage burden was heavier than it would 


' have become in the absence of the war boom in farm land values. To a 
_ lesser degree the urban mortgages of the twenties were also in excess of what 
") they would have been in the absence of the war price rise. The business re- 


cession of 1923-24 seems to have been touched off largely by the fears of 


a inventory holders that the price slump of 1921 had not completed the post- 


war decline of prices. Also the 1923 recession, once begun, was cushioned by 
the high rate of construction as that industry strove to eliminate a housing 
shortage which the war had intensified. 

The war also extended its influence into the twenties in ways intangible 


‘ but probably important. The postwar decade brought a turn away from the 
_ wartime idealism and internationalism of Woodrow Wilson and carried with 
) ‘ta shift of popular sentiment toward political and economic conservatism. 


Confidence in private enterprise and in opportunities for investment and, 


) after a few years, the speculative spirit of the new era were nourished in 


part in that soil. 


4 
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Probably no one is so well qualified as Professor Schumpeter to trace the 
prewar technological background of the economic developments of the 
twenties. It is also a service for him to point out the erroneous in interpreta- 
tions that have been widely held. But these matters have limited the time 
left to him to consider the twenties themselves. I should like to mention 
certain features of the major business cycle of that period, and a few ob- 
servations concerning the successive short cycles contained within the 
longer one. 

Though earlier decades saw the inception of more revolutionary tech- 
nological changes than did the twenties, probably none had experienced 
such broad and rapid development of the new and seminew in so many 
sectors of industry. Certainly none had seen so great an increase in the pro- 
duction of durable consumers goods. Admittedly conditions were spotty, 
both by types of economic activity and by geographic areas. But when 
change is rapid the investment in construction and in equipment for the 
new is usually far greater than the production for replacement which would 
have occurred in the relatively declining industries and areas if no changes 
had come to depress them. Probably no decade has seen housing shifts 
greater than those occasioned in the twenties by the drift to cities, the 
rapid growth of certain manufacturing centers, and the movement to sub- 
urbs. From 1922 to 1929 consumers’ spending rose continuously save for a 
minor recession in 1927. Construction, public and private, rose to a peak of 
almost 12 billion dollars in 1925, held just under that level for three years, 
and declined sharply in 1929 in spite of a slight gain in plant construction 
and because of an accelerating drop in housing. Construction seems to have 
moved independently of the minor cyclical slumps of 1923-24 and of 1927. 
Housing paced the upswing of 1921-22 and the decline of 1929-30. The eco- 
nomic basis of the housing boom is reflected in the fact that while construc 
tion costs fell sharply, rental rates rose, first in the face of declining national 
income into 1922 and then in step with rising income through 1925. After 
that year rising costs and declining rentals brought a reduction in residen- 
tial construction which gathered momentum slowly at first but rapidly 
after 1928. 

Turning to the short cycles, the postarmistice slump was deferred for 
eighteen months, largely because of heavy federal deficit spending through 
the summer of 1919, and of record-breaking exports paid for by our loans. 
In spite of the housing shortage and of the undermaintenance in the war 
years the upswing was essentially one in transient goods and in inventory 
accumulation. High wage rates and complaints of labor inefficiency failed 
to stimulate investment in laborsaving equipment, probably because both 
prices and wages were expected to decline. The 1920-21 fall in prices and 
wage rates was swift and drastic. The recovery, which was led by housing, 
was soon reinforced by other forms of construction, by output of automo 
biles, and later by increase in inventories. Consumer spending other thaa 
for housing seems to have lagged considerably in that upswing. The slump 
of 1923-24 was generated largely by inventory reduction. Commodity 
prices had risen sharply enough to remind businessmen of 1920 and they 
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did not propose to be caught again so soon with large stocks in a falling 
market. The downswing was cushioned by expanding construction. The 
upswing to 1926 was the work of numerous industrial sectors of the econ- 
omy. In the mild recession of 1927 consumer spending seems to have de- 
clined slightly. Farm prices slumped sharply in 1926-27 and many country 
banks failed in the Middle West and South. Suspension of car output by 
Ford cut the industry totals heavily. Business inventories were reduced. 


But the total of public and private construction continued near its peak, 


~ stock prices rose, and confidence reigned. Although construction costs were 


rising, vacancies growing, and rents declining, the conviction that we had 
entered a new era free from financial crises and depressions gained increas- 


"> ing favor. A new rise of public utility and industrial construction, of factory 


ing 


output and of inventories got under way. 

In any explanation of the unprecedented severity of the collapse from 
1929 to 1933 the factors stressed by Professor Schumpeter—the fall of 
stock prices, excessive mortgages and bank failures—should receive heavy 
veight. I infer that Professor Schumpeter considers the chief institutional 


5 defect in our banking to have been the failure of the 30,000 banks of the 


twenties to have combined into a small number of giant banks each having 


~ several hundred branches. Many economists would question whether branch 
_ banking was the most needed reform in commercial banking structure and 


practice to minimize depressions. 
Professor Schumpeter plays down the importance of international factors 


" such as the cessation of American foreign lending, the growing barriers to 


international trade, the struggle to re-establish and maintain the gold 
standard, and the huge short-term foreign balances in the principal financial 
centers, on the ground that trouble from these sectors was more consequence 
than cause of the depression. But the causes of such a depression are so 


complex that any one, or any limited group, of them taken alone is rather 
certain to seem to have been more effect than cause. As troublemakers I 
' should rate these international factors as of substantial importance. 


! should also give considerable weight to the fact that public works, in- 


» stead of rising, were sharply curtailed parallel with the drop in private con- 
struction. 


The very confidence developed in the twenties in the institutions, policies, 


4 and leaders of that period contributed to the lack of considered ideas, 
policies, and leadership appropriate to combat a depression of great and 
unforeseen severity. 


Finally, Professor Schumpeter says that, if people will state their real 


) objectives, economists can tell them what should be done. This seems to me 
» 20 overstatement. Suppose, for example, that a federal monetary authority 
_ ‘avors an anticyclical fiscal policy but believes so strongly that the budget 
§ should be balanced over a major cycle that it opposes an antistagnation fis- 


cal policy. Assume that recovery has been under way for several years as 
e middle thirties, but that there is still much unemployment. Could 


e: Professor Schumpeter tell the authority when to shift from deficit to surplus 
Bo as to balance the budget over the cycle? I should probably trust his diag- 


a 
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nosis as fully as that of anyone I know but I believe the odds are agains) 
his forecast proving correct. Perhaps he meant his statement to be take:| 
only in a broader sense. In any event I share his view that policy makers ca; ; 
profit by taking counsel with economists. 


GARDINER C. MEANS: We are all familiar with the “economic interpre} 
tation of history.” I want to speak of Dr. Smithies’ paper as a fiscal interpre. | 
tation of history, for it suffers from the same kind of defect. It leaves out of | 
account what does not fit the theory. . 

The biggest single omission is the lack of discussion of monetary policy 
(other than devaluation) and the effects of changes in the stock of money 
outstanding. Yet there was important action in this field. The government 
pursued monetary policies between 1929 and 1933 which brought about; 
reduction of the money stock of 8 billion dollars, or more than 25 per cent. 
In contrast the New Deal adopted a policy of monetary expansion, bringing 
about an increase in the stock of money of 14 billion dollars, or over 50 pe 
cent. In our economy, which functions on the basis of money, you cannot 
increase the money supply by over 50 per cent and have no significant effect. 
Yet Dr. Smithies has neither mentioned these major changes in his analysis 
of the thirties nor shown that they are irrelevant. 

Actually it would be about as easy to “explain” the level of employment 
statistically by changes in the stock of money and in the demand for money 
as by fiscal changes. A decline in the rate of money expansion just preceded 
the start of the big depression and actually contraction and declining actiy- 
ity went together. Likewise, in recovery, monetary expansion and increased 
activity went hand in hand with certain exceptions which are consistent 
with our knowledge of changes in the demand to hold cash. Statistically, a 
good a case can be made for a monetary as for a fiscal explanation. Or rather, 
the fiscal explanation is no better and no worse than the monetary. 

Of course I do not believe that a monetary interpretation of history woul 
be more valid than a fiscal interpretation. The problem is larger than either 
though 1 suspect that the monetary has a great deal to do with it. What 
I am immediately concerned with saying is that Dr. Smithies has given n 
weight to the major changes in monetary policy and money stocks and that 
I believe this omission invalidates both Dr. Smithies’ major conclusion ané 
much of his analysis. I do not believe he has established “‘that fiscal policy 
is the one major instrument for recovery or stabilization in a free society.’ 
Nor do I believe that “the United States will have to make up its mini 
whether it wants to keep private enterprise or hold down the national debt.’ 
Theoretically, I believe either fiscal policy or monetary policy alone could 
produce stability; but in practice we need to use both, with major emphasis 
on monetary policy. Through the proper emphasis on monetary policy, We 
can avoid a policy of cumulative government deficits and yet maintain 
economy of full employment. And I believe that the evidence of the thirtie: 
if properly interpreted would give support to this thesis. But my immediatt 
object is simply to point out that the evidence Dr. Smithies presents 5 
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agains subject to quite a different interpretation than that which he gives. Let us 
> taker look at his evidence. 
eTS Car The evidence which he presents is to the effect ‘“‘that, by and large, during 


the thirties both businesses and consumers were influenced in making their 
expenditure decision by the same factor in the same way as in the twenties.” 
But can you say this if you look at money? In the twenties, businesses and 


terpre. consumers in the aggregate were willing to spend on consumption and in- 
terpre-} ~ vestment the whole of the money they received as income provided their 
“cash on hand” amounted to about 30 per cent of their current income. In 


Out of 
the thirties the business and consumer community was unwilling to spend 


Policy : the whole of its current money income even though it held cash on hand 


money} | equal to half its current income. I submit that this was a major shift and 
nment} | that until it is properly explained, one has not established that businesses 
bout and consumers were influenced by the same factors in the same way as in 
r cent,— ) the twenties. And though a part of the difference can be explained by lower 
ringing interest rates in the thirties the bulk cannot be so explained. So far as I 
50 per have been able to discover, there was a fundamental shift in the preference 
cannot of the community to hold money as compared with spending it on consump- 
effect. tion or investment goods. If this is true, it means we must examine Dr. 
nalysis Smithies’ statistical reasoning more carefully for the two conclusions do not 
appear to be consistent. 

yment The two main elements in his reasoning are based on evidence (1) that 
money § | the behavior of businesses with respect to investment in the thirties fitted 
ecedei F the same formula which it fitted in the twenties and (2) that the expenditure 
activ: — on consumption in the thirties bore the same relation to disposable income 
reasei § that it did in the twenties. In neither case do I question the evidence in- 
sistent § — volved. I question only the reasoning which leads to the conclusion that 
lly, as fF  +the propensities to invest and to consume were stable because of this for- 
rather, ee mula fitting. 

| I can make the illogic of this position clear most easily in the case of con- 
wouli § » sumption. Dr. Smithies’ reasoning assumes, like that of so many other 
either § economists, that the regression of consumption on disposable income repre- 
What sents the propensity to consume. Yet it would be perfectly possible to have 
ven n0 & — & propensity to consume which fluctuated from time to time and still have 
d that ~ the observations in the time series fall on a smooth regression line. This 
yn. and would be true, for example, if the propensity to invest were a constant. It 
policy would also be true if some third factor, say the stock of money outstanding, 
‘iety.” or the demand for money influenced the propensity to consume and the 
mind JF — propensity to invest so that when the stock of money outstanding was high 
debt.” the propensity to invest and consume would be high and when low both 
could propensities would be low. Until these possibilities have been eliminated we 
phasis JF cannot accept the time series regression of consumption on disposable in- 
cy, we | come (whether in the aggregate or per capita) as representing the propen- 
ain al J sity to consume. Some analyses which I have made suggest that if either 
hirties the investment propensity or the consumption propensity is stable, it is 
ediate more likely to be the investment function. But probably neither is stable. 
nts is And if the regression of consumption on income does not represent the 
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consumption function then much of Dr. Smithies’ evidence to support his 
exclusive fiscal theory falls by the wayside. 

Two recent developments give added weight to the skeptical attitude I 
am displaying toward this fiscal theory, one in the field of statistical analy- 
sis and the other in the field of forecasting. Recent efforts to construct sta- 
tistical statements of the investment function have produced formulae 
which give unacceptably high multipliers if the regression of consumption 
on disposable income is accepted as representing the propensity to consume. 
One worker whose analysis of investment produced an extravagant mul- 
tiplier concluded that his statistical analysis must be wrong. He did not even 
consider the possibility that his theory was wrong. 

The other development, that in the area of forecasting, involves the gross 
underestimates of employment after the war which have been made by 
many of the protagonists of the exclusive fiscal theory. The forecast of only 
46 million employed in the last quarter of 1945 is belied by the actual figures 
of 51, 52, and 52 employed in October, November, and December. The error 
in the forecast arose primarily from adherence to the Keynesian assumption 
that consumer expenditure is a relatively stable function of disposable in- 
come. Actually it turned out that while disposable income went down some- 
what consumer expenditure on nondurable goods went up by over 10 per 
cent. 

It can be argued that this major departure from the prewar relation of 
nondurable goods demand to disposable income is a temporary matter re- 
sulting from the peculiarities of the transition. It is clear that returned vet- 
erans have to restock their wardrobes. The reduction of war tension and 
war restraint can produce a temporary splurge of spending. Certainly some 
of the increase in the demand for nondurables comes from this source and 
must be considered temporary. But is it all temporary? It seems to me likely 
that an important part is not. Indeed, last summer it was my opinion, as 
many in Washington can testify, that nondurable demand would increase 
considerably, relative to disposable income, when the war came to an end, 
partly because of the temporary factors already mentioned and partly be- 
cause the huge cash balances and other liquid assets held by the community 
would have the more or less permanent effect of increasing the propensity 
to consume. The possession of large cash balances would lead to the spend- 
ing of a larger proportion of current income on consumption, including the 
consumption of nondurable goods. This is an effect which is independent o! 
the heavy backlog of demand for durable goods. Since I have taken this 
position, I naturally interpret the increased propensity to consume as being 
more than temporary. Indeed I do not think the full rise in the propensity 
to consume has yet expressed itself. Many nondurable goods are not aval 
able in the quantity or in the quality which is wanted. If there were not 
serious limits on the supply of nondurables at present prices, I believe tha! 
nondurable sales would increase considerably relative to disposable income, 
and only a part of the increase would be of a temporary character. 

We will have to wait—perhaps a number of years—before we can be sure 
that there has been a significant and continuing upward shift in the pro 
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pensity to, consume. It is my prediction that events will show such an in- 
crease. If this prediction is vindicated it would seem to me pretty clear 
evidence that the propensity to consume is not fixed but is affected by the 
volume of money outstanding and can be increased or decreased by increas- 
ing or decreasing the total stock. 

| have gone into this matter of the employment forecasts in some detail 
because a very basic issue appears to be involved. If the propensity to con- 
sume can be increased by an increase in the real money supply, the Keyne- 
sian theory of employment cannot be valid and the contribution which 
monetary policy can make to a program of economic stability is very much 
greater than the Keynesian theory would indicate. Even a secular tendency 
to oversave Could be overcome without a continuing government deficit. 
In this case, a fiscal interpretation of history might have to give way to a 
monetary interpretation or a blend of the two in which monetary elements 
were dominant. 
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THE CHANGING STRUCTURE OF THE 
AMERICAN ECONOMY 


SHIFTS IN THE GEOGRAPHICAL AND INDUSTRIAL 
PATTERN OF ECONOMIC ACTIVITY 
By W. BLatrR STEWART 
Reed College 


The second World War brought unprecedented controls over the 
American economy. At the same time, and to a considerable extent as 
an incident to these controls, the economy of the country has been 
subject to unusually searching observation and measurement. Some of 
our most useful types of information, such as the data provided by the 
Census of Manufactures, have not been available. Nevertheless, the 
files of governmental agencies contain much detailed information on 
what has been happening during the last few years, and the research 
arms of these agencies have made many studies of the effects of war 
on the economy. Although the bulk of this material is not available to 
the public, a number of valuable and interesting studies have been 
published, either by the government or by economists who have been 
working in the government service, and who are therefore familiar 
with the studies that have been made and with the data that have been 
collected. What is to be said here is necessarily based on the information 
that has thus been published. 

In the last few years it has become very much the fashion to describe 
the functioning of the economy in terms of the gross national product 
and its components, and to consider the prospects for various future 
levels of economic activity in terms of estimates of demand for con- 
sumption and investment. If it is found that estimates of prospective 
demand for consumption plus private investment forecast a national 
product smaller than that needed to provide full employment, sugges- 
tions are usually made for a fiscal policy designed to eliminate the de- 
ficiency in demand. There is a related type of model making which con- 
siders the future labor force and the prospects which the different types 
of economic activity hold out for its employment. Estimates are made o! 
the numbers who may expect to find employment in manufacturing, 
trade, services, construction, transportation, mining, etc. Although the 
common method of doing this is in terms of the number of jobs, it s 
also useful to obtain a view of the industrial structure in terms of the 
contributions to the national income made by the different industrial 
categories.? 


1 The above approaches have been combined in the study by S. Morris Livingston, Markels 
After the War, Senate Doc. No. 40, 78th Cong., 1st Sess. 
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On Chart 1? the increase between 1939 and 1943 in the contributions 
to the national income of each of the industrial categories is compared 
with the contribution attributed to that category in 1939. National 
income in the later year was slightly more than twice what it had been 
in the earlier year. From this chart it is possible to obtain a conception 
of the magnitude of the actual increases in contribution to the national 
income, since the points are plotted on an arithmetic scale. An idea of the 
relative increases may also be obtained from the sloping background 
lines each of which represents a certain percentage increase. The con- 
tribution of manufacturing, for example, increased almost 180 per cent, 
while that of public utilities increased less than 20 per cent. The heavy 
sloping line represents the percentage increase of total national income 
in 1943 over 1939. Consequently all categories above this heavy line 
increased proportionately more than the average for all categories, and 
those below the heavy line increased less. In dollar terms the income 
originating in every category increased between these two years. The 
change in the industrial structure, however, is shown by the changes 
in the percentage contributions of the different industrial categories 
to the total national income. 

The major change has been the greatly increased importance of 
manufacturing, which contributed 24 per cent of the national income in 
1939, and 32.5 per cent of the greatly expanded income of 1943. The 
contribution of government increased from 14 to 17 per cent. Agricul- 
tural income increased from 7.4 to 9.5 per cent, and the proportionate 
contribution of construction also increased slightly. When adjustments 
are made for changes in prices it appears that the relative contribution 
of agriculture and construction in real terms actually declined during 
the war, but that transportation increased, and the importance of 
manufacturing was even greater than is indicated by the figures given 
in current prices.* 

The wartime structure of economic activity involved greater emphasis 
on manufacturing, government, and transportation. The shift to manu- 
facturing was the most significant change, and the only one which went 
far beyond any previous experience. The estimates of the industrial 
origins of national income made by Simon Kuznets make it possible to 
compare the contributions of the different industrial categories from 
1914 to 1943.4 A study of these data reveals that manufacturing was the 
only industrial category which during the war was the origin of a greater 


proportion of the national income than at any time since 1914. Even 


* Source: Simon Kuznets, National Product in Wartime, p. 106. 
Simon Kuznets, National Product in Wartime, p. 111. 
_* National Income and Its Composition, 1919-1938, Vol. 1, and National Product in War- 
time, p. 106, 
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CHART 1 


Origin of National Income by 
Industrial Categories : 1939 
1943 Contribution ard 1943 minus 1939 
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covernment income payments had not reached the 1933 proportion by 
1943, and in the latter year only slightly exceeded the 1938 proportion. 
Agriculture, mining, construction, and transportation all contributed a 
lesser share of the total than in the twenties. During the war the shares 
of the service and miscellaneous category and of trade declined. The 
remarkable expansion in the importance of manufacturing was clearly 
the outstanding change in the industrial structure of our economy 
during the war. 

The fact that the tremendous increase in national income during the 
war was associated with an even greater relative increase in manu- 
facturing production raises the question whether a high national income 
can be maintained if the income payments attributable to manu- 
facturing sink back to their prewar proportions. No attempt will be 
made in this paper to present estimates of the probable postwar struc- 
ture of economic activity either in terms of numbers employed, or in 
terms of contribution to the national income.’ A few comments may be 
made, however, as to the probable industrial structure in the near 
future. Income payments by government will be lower. Little increase 
is to be expected in agricultural income and employment, and sub- 
stantial additions to income are unlikely to come from mining, trans- 
portation, or public utilities. There has been much discussion of the 
postwar construction boom, and employment im the construction in- 
dustry will undoubtedly expand greatly. But construction at its peak 
employed less than 5 per cent of the total labor force, while manu- 
facturing in 1943 employed 27.9 per cent of the total. It would require 
a large relative expansion in construction to compensate for a relatively 
small percentage decline in manufacturing employment. A reasonable 
estimate of the proportion of the national income which could be pro- 
vided by construction over a considerable postwar period seems to be 
approximately 10 per cent.” Such a proportion at a high employment 
level would mean a sizable increase in construction employment, but 
vould not be adequate to fill the gap left by an appreciable decline in 
manufacturing. 

The service industries showed rapid growth in the twenties, and it 
mig ight appear that they offer the prospect for large postwar employ- 
ment. Edward F. Denison has shown, however, that the relative ex- 
pansion in the service industries during the twenties was contrary to a 
downward trend which had prevailed since 1870, and on the basis of a 

e most widely known discussion in terms of employment is Henry Wallace’s Sixty 
Another estimate of the postwar composition of the labor force is to be found 
n War elilled Board, Bureau of Planning and Statistics, Regional and Industry Impacts 
f War Production, Part A, p. 72. 
n Kuznets, National Product in Wartime, p. 109. 


Newcomb, “Can the Construction Industry Carry Its Immediate Share of 
rostwar Employment?” Review of Economic Statistics, Aug., 1945, pp. 117-132. 
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CHART 2 


Manufacturing Employment by Census 
Regions 1939 az Increase 1939 
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detailed analysis he concludes that employment in the service industries 
is not likely to increase greatly from present levels. Employment in 
trade, finance, and miscellaneous categories will increase, but it seems 
doubtful that this expansion will be great enough to maintain a high 
national income unless manufacturing employment is considerably 
above prewar levels. Such a highly industrialized economy is possible 
only if income distribution is such as to provide mass markets for 
manufactured commodities in quantities greatly above anything we 
have known in the past. 

The wartime expansion of manufacturing did not apply to all branches 
of manufacturing equally, but was necessarily concentrated in the 
production of the commodites most essential to the prosecution of the 
war. These were mainly machinery, transportation equipment, and 
other metal products. Of the war supply contracts exclusive of food- 
stuffs let by the government through November, 1943, 88 per cent were 
for metal products and 60 per cent were for aircraft, ships, and combat 
and motorized vehicles. Only 4 per cent were for chemicals, including 
coal, and less than 8 per cent were for “‘soft goods” such as clothing and 
bedding.® 

As we shift back to peacetime production it is inevitable that the 
emphasis on metal products should decline. Here again, however, it 
seems unlikely that we shall return to the prewar structure. The income 
originating in the manufacturing of metals, machinery, and transporta- 
tion equipment was approximately 28 billion dollars in 1943, as com- 
pared with about 6 billion dollars in 1939. It appears doubtful that we 

n maintain high income levels if the proportion of income from this 
source were to return to its prewar figure.!° 

The major industrial development of the war was the tremendous 
expansion in manufacturing, largely confined to metal products. Con- 
sequently, the significant geographical shifts in economic activity were 
largely the result of the great increase in the production of metal and its 
products. The shifts in the geographical structure of manufacturing as 
shown by employment are presented in Chart 2." In this chart the 
increase in manufacturing employment between 1939 and the first half 


Service Industries—Trends and Prospects,’ Survey of Current Business, Jan., 1945, 
11-20 
‘War Production Board, op. cit., Part A, p. 3, and Part B, p. 3. 
One estimate gives an expected shrinkage in manufacturing wages of $10 billion arising 
1 elimination of overtime, redistribution of employment to lower wage manufacturing 
tries, and reduction of man-hours of employment in manufacturing even if there is 
full employment in the economy as a whole. This estimate calls for production from 
war industries for civilian use five times their 1944 output of civilian goods, and double their 
‘959 output. Elmer C. Bratt and Clarence H. Danhor, “Components of Wartime Wage 
Changes,’’ Survey of Current Business, Sept., 1944, pp. 17-20. 
Source: War Production Board, Regional and Industry Impacts of War Production, Part B, 


p. 31, 
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CHART 3 
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of 1943 is compared with employment in 1939 by census regions. 
Positions above the heavy line indicate increases in manufacturing 
employment at a rate in excess of the national average; positions below 
the line indicate increases by proportions less than the national average. 
It may be seen at once that the greatest increases in manufacturing 
employment occurred in the two major industrial regions—the East 
North Central and the Middle Atlantic. The increase in employment 
in the East North Central region amounted to almost 1,700,000 em- 
ployees, and was at a rate slightly above that for the nation as a whole. 
Manufacturing employment in the Middle Atlantic states increased 
by 1,400,000, considerably more than any region other than the East 
North Central. Relatively, however, the Middle Atlantic region lost 
ground. 

The most striking relative shift was the increase In manufacturing 
employment in the Pacific Coast states. This increase of 860,000 em- 
ployees was 148 per cent of 1939 manufacturing employment, which 
may be contrasted with a national increase of just under 59 per cent. 
The bulk of this increase came in California, where manufacturing 
employment increased by 172 per cent. 

In summary, the geographical structure of manufacturing as revealed 
by data for employment retained the basic characteristics of prewar. 
The Atlantic Coast regions lost ground relatively. The Central regions 
gained slightly, and the Pacific Coast states, strikingly. For the most 
part the trends followed the prewar pattern, greatly accelerated for the 
Pacific region. 

fhe war resulted in a great expansion in industrial plants and equip- 
ment, an expansion which added facilities valued at 20 billion dollars 
to the 60 billions worth of manufacturing facilities in the country.” The 
geographical distribution of these new facilities gives an idea of the 
shifting potentials for production of manufactured products. In Chart 
}° war manufacturing facilities authorized through October, 1943, are 

ompared with value added by manufactures in 1939 by census regions. 

Again it may be seen that the two major industrial regions expanded 
more than other regions since they obtained the largest additions of new 
facilities. In general, the Atlantic Coast regions again lost ground 
relatively while the East North Central region just about held its own. 
The East South Central and Western regions generally obtained new 
facilities out of proportion to value added in 1939. The relative increase 
in facilities was especially pronounced in the West South Central 
region 


n McLaughlin, “Regional Problems of Industrialization,’’ Economic Reconstruction, 
ir KE. Harris, ed., pp. 164-165. 
Source: War Production Board, op. cit., Part B, p. 18. 
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The continued effects of these new facilities on the pattern of in- 
dustrial activity depends on their usefulness for postwar production, 
It appears that the factories in the Northern manufacturing section 
have on the whole a good chance for conversion, while a high proportion 
of the plants in the South and West consist of special-purpose facilities 
such as shipyards and explosives plants, or are not favorably located 
for peacetime markets.“ The less highly industrialized sections of the 
country also stand to lose disproportionately because of the lack of a 
coherent program for disposal of government-owned war facilities, 
Aluminum and iron and steel plants may be cited as examples. Several 
of these plants located in areas where production of metals had pre- 
viously had little or no development, have generally poorer prospects 
of survival than similar plants situated in the older established manu- 
facturing areas. It is also not at all certain that governmental policies 
with respect to these facilities—a large proportion of which have been 
constructed with the use of public funds—will have the effect of pro- 
moting their maximum postwar use; and it is quite certain that in many 
instances powerful private interests oppose their full utilization in 
regular peacetime production. The delays and uncertainties which 
result from these conflicting pressures lessen the prospects for the 
realization of the full postwar potentials, not only of the plants, but of 
the organizations which have been developed to operate them. 

One cannot escape the conviction that the postwar pattern of in- 
dustrial activity will display considerably less departure from that 
before the war than would at first glance be indicated by the relative 
shifts in manufacturing employment, or even by the less pronounced 
wartime tendency toward dispersion of manufacturing facilities. The 
Great Lakes states will emerge from the reconversion stronger in- 
dustrially than ever before. There is evidence of a relative decline in the 
Atlantic seaboard states and a relative increase in the industrial im- 
portance of the rest of the country, particularly the South Central and 
Pacific regions. 

The changes in employment which resulted from the expansion oi 
manufacturing activities and from the construction and operation oi 
military installations resulted in the largest migration of persons within 
the country that has ever occurred in a similar length of time. The total 
migration is not known, but estimates are available of the net migration 
from April, 1940, to November, 1943. During this period of three anda 
half years, thirty states lost 3,400,000 civilians through migration to 
other states. This may be compared with the 1,400,000 people who 
moved from twenty-eight states to other states in the five years, 
1935-40." 

Thid., pp. 171-175. 

16 Hope Tisdale Eldridge, Interstate Migration and Other Population Changes 1940 to 1943 
(Census Bureau, Series P-44, No. 17), p. 1. 
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The outstanding migration phenomenon was a net migration in these 
three and a half years of about 1,400,000 persons to California. The 
regions receiving migrants were the Pacific Coast states plus Utah, 
Nevada, and Arizona, the East North Central states with the exception 
of Wisconsin, and a group of Atlantic Coast states which includes 
Florida, Virginia, District of Columbia, Maryland, Delaware, New 
Jersey, Connecticut, Rhode Island, and Massachusetts. 
~ In Chart 4 an effort is made to depict the nature of the war migrations 
against the background of prewar trends. The small insert shows the 
actual net migration from April, 1940, to November, 1943, plotted 
against net migration from 1935 to 1940 by states. The purpose of this 
insert is to show the magnitude of the migration to California as com- 
pared with the movements in and out of the other states. The migration 
to California during the war was an acceleration of the heavy in- 
migration of about 665,000 persons in the five prewar years. It com- 
pletely overshadowed the migrations in or out of the other states. 

The main body of Chart 4 presents the net migration figures as per- 
centages of the population at the end of the period covered. From this 
chart it is possible to see where the pressures for emigration are greatest 
and which areas are relatively the most attractive. Where in three and a 
half years one person left for each 5.4 persons who remained, as in 
North Dakota, or one for each 6.1, as in South Dakota, or one for each 
6.5, as in Oklahoma, the pressures to leave must be very strong. And 
where one person out of every four has arrived in the last three and a 
half years, as in the District of Columbia, or one in 4.9 as in Nevada, or 
one in 5.7, as in California, the tendency toward expansion is very 
great.’ On Chart 4 the heavy tilted line represents equal proportionate 
changes in the two periods. It may be noted that those states which 
enjoyed net in-migration in both periods all gained a higher percentage 

the shorter war period than in the five-year prewar period. With the 
exception of Kansas, this accentuation of prewar trends also applied to 
those states from which people were moving. Reversal of prewar 
tendencies was shown in the war migration into Utah, Massachusetts, 
and Illinois, and the migration from Louisiana, Colorado, New Hamp- 
shire, Wyoming, New Mexico, and Idaho. In general, accentuation of 
trend is the predominant pattern. In part this may be attributed to war 
stimulation of industrial developments in areas generally expanding, 
and the associated widening of wage differentials, which attracted 
people from areas of diminishing economic opportunities or of high 
natural rates of population increase. In part it comes from somewhat 
‘ortuitous location of war administration as in the District of Columbia, 
or of large military installations, as in Arizona. 

* The actual proportion of newcomers is higher than the figures given because these figures 


are based on net migration. When the net movement is estimated, each older inhabitant who 
eaves the state cancels one new in-migrant. 
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CHART 4 


Net Migration 1935-40 axe Apr. 1940- Nov. 1943 


as Percent of Population by States 
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Another striking wartime population movement has been the migra- 
tion away from the farm. Between 1940 and 1944 the average net loss 
from the farm population of persons fourteen years of age and over was 
|,290,000 per year. This may be compared with a net loss through 
migration for persons of all ages of 375,000 per year between 1930 and 
1940, and of 630,000 persons per year between 1920 and 1930."’ A pro- 
portion of this loss of farm population was due to inductions and enlist- 
ments into the armed forces. It is clear, however, that military service 
claimed less than half of those leaving the farm, and that there was, 
therefore, a very great speeding up of the movement away from farms 
during the war. 

The concentration of American industry into large centers has lately 
caused concern because of the apparent vulnerability of concentrated 
metropolitan areas to atomic bomb attack. The Department of Labor 
has published a bulletin, Impact of the War on Employment in 181 
Centers of War Activity, which presents estimates of employment on 
four dates, the earliest being April, 1940, and the latest September, 
1944. These war centers were classified according to the number of 
manufacturing employees in April, 1940, into four groups, and the 
increase in manufacturing employment by September, 1944, was com- 
puted for each group. The results are shown in Chart 5. The smallest 
group included 72 centers which in April, 1940, had less than 10,000 
manufacturing employees. The total increase in employment in these 
centers by September, 1944, was 563,000. At the other extreme were the 
15 centers each of which had over 100,000 industrial employees in 1940. 
By 1944 these large centers had added 3,105,000 employees. They ac- 
counted for over 52 per cent of the increase in manufacturing employ- 
ment and the 33 centers in the two largest size classes accounted for 65 
per cent of the increase in employment. The two smaller size centers, it 
is true, showed larger percentage increases in employment than the 
larger centers, but the increase in industrial activity was mainly con- 
centrated in the great industrial districts. 

[t has been frequently asked whether the wartime migrants will stay 
in their new locations or return to their former homes. The answer 
obviously depends on the causes of their migration, and on relative 
economic conditions in the postwar period. If war industries shut down 
in the war boom areas and are not replaced by new activities, former 
places of residence will be relatively more attractive. But where mi- 
grants came from distressed areas they will often find unemployment 
in the new location preferable to unemployment in the former place of 
residence. If there is general conversion to peacetime industries in the 


: 5. Department of Commerce, Bureau of the Census, Release, Series Census-BAE, 
No. 4, June 19, 1945, 
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CHART 5 


Increase in Manufacturing Employment, April 1940 
to September 1944 in 181 Centers of War Activity 
Increase Classified by Employment in 1940. 
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war centers and a generally high rate of employment, it is safe to assume 
that a considerable proportion of the migrants will remain in their new 
homes, and that the migration patterns of the past will continue. If 
a firm industrial base for these new populations cannot be found when 
war production collapses, a reversal of wartime population movements 

or even prewar trends—is certain to occur. In any event the war has 
demonstrated the great—and probably increasing—mobility of the 
American labor force and has compressed into a short period of time 
migration which would have otherwise taken place much more slowly. 

The best single measure of the effects of all the wartime shifts in 
economic activity is found in per capita income. Changes in per capita 
income between 1939 and 1944 are compared with 1939 per capita 
incomes by census regions in Chart 6.8 Per capita income more than 
doubled for the country as a whole in these five years. In dollar terms 
the increase was greatest in the four high income areas—the Pacific, 
East North Central, Middle Atlantic, and New England regions. The 
last two named experienced the lowest percentage increases shown. 
The highest percentage increase came in the East South Central region, 
which, however, experienced the smallest increase in dollar terms. High 
percentage increases were also registered by the West South Central and 
West North Central regions. These large proportionate increases in per 
capita income in the low-income areas have been interpreted as working 
toward a leveling of regional differences.’ It is true that if incomes in 
the lower-income regions continue to increase at a more rapid rate than 
in the high-income areas eventually the differences will disappear, and 
in the process inhabitants of the low-income states will be receiving a 
higher and higher proportion of the total national income. As long as the 
dollar differences are increasing, however, there is a very real sense in 
which the low-income areas are failing to catch up with the more affluent 
states. It is in any event clear that important differences in income 
persist, although per capita incomes more than doubled during the war. 

What is the relation of this situation with respect to income to the 
ndustrial and geographical shifts discussed in this paper? In some 
measure the population movement was a migration from low-income 
areas to high-income areas. The movement did not persist long enough, 
however, to effect a noticeable reduction in income differentials. If the 
hypothesis is sound that high employment and a large national income 
can be achieved only by retaining a considerable measure of the in- 
creased industrialization brought about by the war, greatly expanded 
markets for manufactured goods must be found. The general rise in 
income should provide part of the increased demand. A raising of in- 


source: U. S. Department of Commerce, Survey of Current Business, Aug., 1945. 
~ War Production Board, op. cit., Part A, p. 65. 
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CHART 6 


Per Capita Income 1939, axe Increase 
in Per Capita Income 1939 1944 
by Census Regions 
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comes in the low-income states would probably increase demand for 


capita incomes in the more prosperous states. The geographical pattern 
of industry brought about by the war does not contribute greatly to 
equalization of incomes, since its effect was generally to strengthen the 
industrial position of higher income areas. The degree of labor mobility 
achieved during the war, on the other hand, is a dynamic factor which 
may have profound effects on our future economy. If internal migration 
* continues on the wartime scale, regional differences in income will be 
rapidly reduced, and this should contribute to the expanded demand 


xt 


for manufactured goods which seems to be necessary if we are to con- 
tinue to enjoy a large national income. 


Niddle Atiag 


f manufactured products, even if it were attended by a decline in per 
4 

gland 


THE EFFECTS OF THE WAR ON THE STRUCTURE 
OF COMMODITY AND LABOR MARKETS 


By RicHarD B. HEFLEBOWER 
Office of Price Administration 


In meeting the economic requirements of modern war the government 
found it necessary to fix nearly every price, set up a complete system of 
wage controls, and for many commodity areas direct what was to be 
produced and by whom and to whom it was to be sold. At the same time, 
and within the limits of controls which were far from all-inclusive, 
consumers, labor, and business adapted their prewar conduct to condi- 
tions of unprecedented incomes, job opportunities, profits, and scarci- 
ties. Certainly our country cannot go through such an experience and go 
back, if it would, to its prewar market structures unmodified. 

In examining the effects of the war on market structures the central 
interest is in the extent to which price-making and wage-making are 
governed by a high degree of oligopoly and monopolistic competition 
from the selling side or the comparable features from the purchasing 
viewpoint. In addition, the analysis should include factors which con- 
tribute to the degree of promptness and accuracy with which adjust- 
ments in supplies and purchases are made so that prices and wages 
will quickly and precisely reflect the market forces at work. 


I. Commodity Markets 


The wartime controls of commodity markets were designed, within 
the limits of the basic objectives of those controls, to disturb as little 
as possible the business practices and policies of established firms. This 
control policy is illustrated by the limited use of wartime concentration 
of production and in the provisions of such concentration plans as were 
invoked! in provisions of war contracts,? and in allocations made on a 
basis of historical volume. In a similar fashion, OPA used “freeze” 
instead of uniform prices where sellers had significantly different prices, 
and undertook to protect processing and distributing margins against 
undue increases in buying prices so that ceiling prices would be “gen- 
erally fair and equitable.” 


1 Cf. Charles A. Meyers, “Wartime Concentration in Production,’’ Journal of Political 
Economy, Vol. LI, No. 3, pp. 222-234. 

* For some time after Pearl Harbor war contracts were highly concentrated in large firms. 
(Cf. W. C. Ballaine, ‘How Government Purchasing Procedures Strengthen Monopoly Ele- 
ments,’’ Journal of Political Economy, Vol. LI, No. 6, pp. 538-546, for an explanation of the 
tendency for governments to contract with but few firms even in peacetime.) Hundreds of 
small metal using plants did have difficulty in transferring from civilian to war production. 
This situation was improved by an aggressive subcontracting program, and by definite efforts 
to give prime contracts to small plants. (Cf. Sixteenth Report of the Smaller War Plants Cor- 
poration, p. 3). 
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Aside from government controls, the war changed the pattern of 
civilian production, gave consumers unprecedented incomes, made sales 
manpower and gasoline for their work scarce, put advertising space at a 
premium, made high quality products scarce in some fields, raised raw 
material and some processing costs but not selling costs, brought un- 
precedented earnings and a desire to minimize the heavy taxes, and 
altogether created a unique environment to which business manage- 
ments adjusted themselves as they were forced or allowed by the 
exigencies or opportunities of the moment, but often with a greater 
weight given in decisions to postwar position for the struggles of that 
coming period. 

1. The sharp decline in the birthrate of new firms during the war, 
concentrated as it was in the distributive and service trades and in 
manufacturing for the civilian market, was the logical result of the high 
wages and the draft and of the shrinking civilian economy of a nation 
at war and was not the result of culpable discrimination in the policies, 
although sometime in the administration, of the war control agencies. 
Actually the problems of the new firm under wartime controls were 
chiefly those of knowing what to do, making necessary applications, and 
waiting for the hastily-erected agencies to grind out the answers. 

The heavy withdrawals from business from 1941 to 1943, occurring 
chiefly in the service and distributive trades, were largely voluntary, or 
at least few were forced out by bankruptcy. Some entrepreneurs were 
lured into the role of wartime wage earners, others were drafted, and 
some did not want to fight for volume in a period of shortages. 

2. Few sellers whose market position was weak before the war were 
able to strengthen that position during the war although, as is noted 
later, most firms were able to improve their financial condition. Few 
sellers whose products did not enjoy wide consumer acceptance prior 
to the war were able to widen that acceptance through organized 
merchandising campaigns. Furthermore, in most cases in which higher 
sales cost made higher ceiling prices desirable or where the seller wished 
to change price bracket to that of well-known brands in order to give 
the appearance of quality—an old merchandising technique—OPA 
‘id not allow a seller to raise his ceiling from the relation it occupied to 
other sellers’ prices in the freeze period. 

3. In those commodity fields in which brand names are important, 
the wartime earnings and effect of the war on postwar market position 
o! particular firms varied according to the peculiar combination of cost 
movements, type of OPA ceiling prices applied, degree of scarcity of the 
product, and ease with which volume can be shifted among brands. 
Consumers with wartime incomes swung their buying toward what they 
considered to be quality which usually meant toward well-known 


nt 
of 
be 
ne, 
re. 
di- 
Ci- 
ral 
re 
ion 
ing 
yn- 
ist 
ges 
hin 
itl 
his 
101 
ert 
na 
ze 
Cs, 
nst 
en- 
f the 
tor 
Cor- 


54 AMERICAN ECONOMIC ASSOCIATION 


brands, and postwar merchandising will give these new customers little 
chance to drop this buying habit. Often manufacturers could and did, 
as in the cases of beer, margarine, family flour, and smoking tobacco, 
shift volume from second brands or private label sales to their first 
label. Less well-known brands were frequently withdrawn from the 
market as a result and private label sellers had difficulty in obtaining 
goods to sell under their labels. Thus the portion of the market held by 
preferred labels, usually manufacturers’ brands, was increased and at 
the same time the owners of these brands were better able to withstand 
rising factory costs, as in pancake mixes, to hire scarce manpower, and 
to bid up uncontrolled raw material prices, as in the wine industry. A 
still more acute situation arose in the case of commodities which were 
not scarce, where owners of little-known brands suffered a decline of 
volume, such as in family flour and in economy brand cigarettes before 
1944, the effect of which was sometimes aggravated by a rise of both 
raw material and processing costs. 

While all of this was going on there was, for reasons noted above, 
only limited opportunity for little-known brands, even of scarce com- 
modities, to climb the market-prestige ladder. In contrast, manu- 
facturers with established brands whose volume of civilian sales was cut 
by diversion of materials to war uses, as well as those who kept up or 
enlarged their civilian volume, advertised lavishly even when the 
advertiser had little or nothing to sell and certainly could not supply 
the current demand. The allowance of liberal advertising outlays for 
peacetime products as costs on war contracts and as costs before heavy 
wartime taxes encouraged such expenditures. After having fastened 
their products in the consumers’ minds, the established firms have un- 
precedented reserves and liquid assets and, if necessary to use them, tax 
refunds, which form a “war chest”? with which to fight interlopers, as 
well as each other, in the postwar struggle for market position. 

When one looks for developments adverse to established brands, the 
points are significant but rarely governing. In spite of the furor raised 
about disregarding brand differentials in setting ceiling prices—a policy 
rarely followed by OPA where such differentials were sizable—owners 
of well-known brands suffered neither financially nor in market position 
because of having no higher prices than competitors. Rising wartime 
costs were for raw materials and processing; selling costs fell. At the 
same time consumers rushed to buy the often-enlarged volume sold 
under well-known brands, particularly when their prices were the same as 
for unknown brands. Even where there was a general deterioration 0 
the quality of a commodity, as with gasoline, done with or without 
OPA approval, well-known brands did not seem to lose prestige {or 
consumers had a lower basis of comparison. Where scarcities were acute 
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and consumers had to take new brands of scarce commodities, they 
did so under protest, and it is doubtful whether buying habits can be 
ormed that way. In those cases where the consumer reaction was 
‘favorable, the owners of such brands were not able to turn chance 
purchases into a buying habit by means of well-planned merchandising 
campaigns. 

As we look ahead we see that many new promotional campaigns and 
new brands will be coming out during the transition period, some of 
which are only established brands being put on new lines. There is 
serious doubt, however, concerning the progress that little-known or 
new brands can make against the entrenched and war-strengthened 
position of established brands. 

!. For other reasons than the strengthened position of their brands, 
the established firms, with emphasis on the large firms, came out of the 
war in an excellent condition to engage in the production and marketing 
of the postwar era. The bulk of the usable private wartime industrial 
construction and equipment is in the hands of the large firms and they 
leased during the war and have first claim on many of the usable plants 
built by the government.’ Some firms who were waning before Pearl 
Harbor, waxed again in the all-out production program and have 
acquired a fund and perhaps an organization with which to give a good 
account in peacetime. Large corporations paid off their debts, built 
reserves, and improved their cash position markedly in spite of the 
wartime taxes.* Firms with war contracts seem to have been able to 
arry ahead the basic research and often the civilian product research 
vhich will go far to determine success in the ‘‘new product”’ business 

the postwar era. Likewise such firms, even when heavily or ex- 
lusively engaged in war production, have kept their basic factory 
organization and sales and distributing organization for civilian prod- 
ucts. Then, as during the war, large business is showing during the 
transition period of scarcities greater skill and power in acquiring scarce 
materials and equipment than is small business, except in those limited 
areas in which the restrictions of the Civilian Production Administration 
allocate such scarce articles to all users or give priorities to small firms. 

In a limited number of circumstances, chiefly where enforcement of 
wartime controls was difficult and entry of new firms was easy, estab- 


® lished business suffered. 


). The war resulted in a net change toward both horizontal and 


rtical concentration in manufacturing. Within manufacturing, pro- 
‘uction has shifted to plants employing more than a thousand persons. 


Ct. Eighteenth Report of the Smaller War Plants Cor poration, pp. 7-9. 
\!. study by the Securities and Exchange Commission, Working Capital of Registered 
~or porations, December 1939-June 1945, released Dec. 5, 1945. 
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Totals on this subject are striking but misleading for they reflect 
chiefly the shift of employment to the metal-using industries, which 
by nature are large scale. However, even within these industries, and 
within industries where small firms are important as well, there was 
distinct shift of employment toward the larger plants which was only 
partially explained by the increase of total employment. The rate at 
which vertical and horizontal mergers and consolidations occur was 
twice as high in 1944 and four times as high in the closing months of 
1945 as in the prosperous year 1941.° A cursory examination of partic- 
ular transactions as reported by the Senate Small Business Committee! 
shows that most cases involved at least one medium-sized or large firm 
who apparently was seeking to round out a line of consumer goods, or 
acquire sources of raw materials or semifinished goods, particularly 
where such commodites were scarce and the flow was not fully con- 
trolled by the government. Casual observation also emphasizes these 
two types of cases and a third—that of downstream control in order to 
obtain the advantage of a margin provided by OPA at a later level. 
Such margins were the customary ones or margins apparently necessary 
for an autonomous operation, but in either case one that seemed to be 
attractive to an integrated operator in a sellers’ market. All such in- 
fluences tending toward integration were augmented by the ease of 
selling added volume under well-known brands, such as in the liquor 
field, and of raising funds and of building corporate surpluses, and by 
confidence in postwar prosperity. 

6. In addition to the obvious bearing of the preceding discussion on 
the position of small business—referring chiefly to small firms in the 
absolute sense—there are other pertinent developments and considera- 
tions. On the one hand, the small businesses which remain after the 
war—and by far the most did survive—tend to be the stronger, better 
managed firms. A large portion of small businesses liquidated or sold 
out were the marginal firms, in the sense that they were but a means 
of self-employment and usually at not very good wages. In those com- 
modity areas where supplies were very short, such as in the selling oi 
household appliances, the survivors tended to be those that had done 
well in peacetime and who did not follow the lure of war wages or those 
that were adroit in adapting their business to wartime conditions. In 
addition, the financial position of the surviving small businesses is {af 
better than prior to the war. Earnings rose more sharply’ and have been 

5 Cf. a forthcoming special report of the Senate Small Business Committee for data sup- 
porting the conclusions in this paragraph. Data on mergers from 1939 through 1944 are con- 
tained in the Sixteenth Report of the Smaller War Plants Corporation, p. 17. 

6 Progress Report, No. 3, 1945, pp. 65-78. 


7 In the case of manufacturing the most comprehensive study appears to be that by F.C 
Dirks, “‘Wartime Earnings of Small Business,” Federal Reserve Bulletin, Jan., 1945, pp. 16-26. 
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retained in the business to a greater degree in the small than in the 
large firms.’ OPA surveys have shown surprisingly high wartime earn- 
ings in trades which lost the bulk of their peacetime merchandise 
business but which offset the lost volume by the sale of used goods and 
of new lines and by service business. Furthermore, the earnings of small 
firms have usually been high in prosperous periods® such as the early 
postwar period promises to be. 

On top of the war-end strong financial position of most small firms, 
we are in a period where the number of business firms, chiefly small 
firms, is growing rapidly. The basic reason lies in a reversal of conditions 
which led to the low birthrate during the war. A larger portion of peace- 
time manufacturing will be in industries where small firms have found 
entry easy and continued operation possible. The physical volume of 
many distributive trades will rise, and the service trades will attract 
thousands of small ventures. 

Some of these new firms, a portion of whom are small only relative to 
other firms in their industry, are in a position to take advantage of 
technological and locational changes which are denied to old firms tied 
down by sunk capital. Advantages in costs resulting may offset for some 
the difficulties of entry into markets. 

In contrast to the above optimistic considerations, careful weight 
should be given to the following possibilities which forewarn of trouble 
for new small manufacturers: 

The problems of the transition period may bear particularly heavily 
on smaller manufacturing firms in those commodity areas in which new 
equipment and semifabricated parts and subassemblies are scarce. 
Here the buying power and skill of the large purchaser will count, except 
to the limited degree that the small firm is protected by priorities and 
allocations issued by the Civilian Production Administration.!° In the 
struggle to get such equipment or materials from unusual sources of 
supplies, the buyer is not fully protected by OPA ceilings for current 
supplies and not at all against onerous provision in longer-term con- 
tracts. Furthermore, such firms may experience low volume for some 


manufacturing other indications are found in OPA’s published studies of business profits. 
he distributive trades see the Department of Commerce reports on earnings of unin- 
rated wholesalers and retailers, and Malcolm P. McNair’s annual studies of department 
e operations, published by Harvard University. 
In addition, OPA has made special studies of the earnings of independent food retailers, 
liance dealers, automobile dealers, and small furniture stores, all of which show an ex- 
vartime earning record for small retailers. 
*Ci. F. C. Dirks’ “Wartime Financing of Manufacturing and Trade Concerns,” Federal 
Reserve Bulletin, April, 1945, pp. 313-330. Somewhat less favorable data are shown for small 
. products manufacturers in the National Industrial Conference Board Business Record 
Nov., 1944 
Ci. The Survey of Current Business, May, 1945, pp. 6-12. 
° Cf. Priorities Regulation No. 28. 
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time, with consequent high costs. In this way, transition and delays jy 
transition may dissipate much of the accumulated financial strengill 
of the smaller manufacturers. 

Many of the new manufacturing firms being formed have a shaky 
foundation in the sense that they are not based on a longer-term con|_ 
sideration of opportunities but are attracted by the chance to exploit; i 
temporary market gap. And when the struggle for sales volume begin{ 2 
in a year or two, it seems likely that such firms will be much mor j 
effective in taking business away from each other than from the e. 
trenched, large, established firms. To a lesser degree, this observatig 
applies to all new business formed at this time; the opportunity for goo 
earnings and improved financial position is here but the times are no} 
conducive to the development of, nor a good proving ground for, buying 
processing, and selling skill. 

In passing, it should be noted that the type of buying and selling 
problems emphasized here have not occupied a significant part in th 
studies nor proposals of the proponents of small business. Instead, the} 
have been concerned with the financing of small business, with af 
sistance to management on its technological problems, and with th” 
impact of taxation. Where attention has been directed to the relatiaofy 
of the small business to the markets in which it buys and sells, thee 
objective has been to provide market information about market con: 
tions or to protect it against overt discrimination and collusion—th} 
type of problem for which the Federal Trade Commission and Robinso: 
Patman Acts were designed. Little awareness has been shown of, and » 
study has been devoted to, the problems of small business in buying an 
selling in markets characterized by monopolistic competition, but i 
which illegal discrimination or collusion cannot be shown. £. 

7. Several miscellaneous wartime market developments can kf” 
disposed of in a few sentences. The area of competition has bea 
broadened, both geographically and in the sense of intercommodit— 
contest for the buyer’s dollar. The search for raw and semiprocess! f 
supplies wiped out pools of imperfect competition, and led retailers 1h 
new sources of supply of finished goods. Airplane transportation becam 
of age. National distributors are more concerned about new areas, sud 
as the Pacific Coast, and in some cases West Coast price differentials at 
being wiped out. Firms with prewar local or regional markets have plan 
to enlarge their market areas. Hundreds of firms look to export sales it B 
the first time. 

Wartime material substitutions, plus phenomenal scientific advance 
have jarred the prewar safe, competitive position of some materials. }} 
this means some monopolistic and ologopolistic positions are weakenet 
Although in a number of instances the same giants move into the net 
fields. 
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Of a similar character to interproduct substitution is the fact that 
high income consumers who have a relatively large free income above 
necessities are in a position to spend that income for any one of a large 
number of goods. At the same time, however, the struggle to persuade 


the consumer to buy is strenuous and results in a relatively high selling 
cost. Since these goods tend to be those of which the consumer is not a 
good judge of values, sales techniques developed by larger firms tend 


to be more important than price in obtaining volume. 

In summary, the low business birthrate and high business withdrawal 
rate of the war, traceable chiefly to war conditions and not to controls, 
}is now being reversed by a high rate of new business establishment. 

These new firms, and even the now fairly well-financed, small- and 
medium-sized established firms who did not enjoy a preferred market 
} position before the war are up against large business and established 
brands fortified by the favorable consequences of the war. Mergers and 
wartime plant expansions have changed the size-class of many firms— 


Bn. arly all on the larger side. Although the contrary influences bearing 


Fon market structures leave room for differences of opinion as to the net 
effect of the varied and sometimes offsetting developments of the war 


; period, the balance seems quite clearly to be toward a more widespread 


» presence and a higher degree of oligopoly and monopolistic competition. 

' The war seems to have taken us several steps further in that direction 

and to leave less doubt than ever about the possibility of reversing that 

) course except by a government program of dimensions and character- 
istics rarely visualized and of questionable desirability. 


II. Labor Markets 


' i. Asummary of what happened during the war in the labor market 
‘and in labor-management relations will provide the background from 
z ich to draw changes in market structures. 
‘ total membership of unions grew from 10.5 million in 1941 to 
Bet tween 13 and 14 million at V-J Day. More importantly, the propor- 
B tio ion of workers under union contracts has grown sharply, aided by the 
ex Jusive bargaining provisions of the National Labor Relations Act. 
sy January, 1945, about 65 per cent of all production wage earners in 
chars: but only 33 per cent of nonmanufacturing employees 
were covered by union contracts. Within manufacturing, a substantial 
list of industries—tending to be those making durable goods or in which 


i large firms were dominant—had the bulk of their wage earners under 


contracts.4 
Under the pressure of the manpower shortage and in some cases as 
results of War Labor Board rulings, labor was able to get into its con- 


' These figures and those that follow on use of maintenance of membership, closed shop, 
hop, and check-off are from the Monthly Labor Review, Vol. 60, No. 4, pp. 816-822. 
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tracts a number of procedures which strengthen its position. By January, 
1945, 27 per cent of workers under union contract were covered by 
maintenance-of-membership clauses, 28 per cent were under closed-shop 
provisions to which should be added 18 per cent under the union-shop 
arrangement, and over 40 per cent of workers employed under union 
agreements were under the check-off system. By early 1943 about 60 
per cent of all workers under union agreement were covered by paid 
vacation clauses as compared to 25 per cent of such persons in 1940." 

The manpower shortage, plus the growing strength of unions in low- 
wage areas and the standards of the War Labor Board for approving 
wage increases—all contributed to bring greater wage uniformity. Asa 
generalization wages rose more in per cent in small plants than in large 
(most of the latter were already unionized by 1941), more in low-wage 
than in high-wage industries, and more in low-wage than in high-wage 
areas. 

The wider use of collective bargaining, together with the policies and 
procedures of the War Labor Board, contributed to a rapid establish- 
ment of job classifications with rates or ranges of rates for specified 
jobs.* 

A number of other wartime developments can be covered in a sen- 
tence each. One is the general acceptance by management of collective 
bargaining, at least to the extent that strikebreakers will not be used. 
Another is management’s experience with labor turnover, and its costs, 
as well as the costs of a disgruntled labor force. Third, wartime in-plant 
training, pre-employment training, and training programs in the armed 
services have built up a larger pool of labor with at least semiskilled 
status and also have improved training techniques and obtained ap- 
proval for such techniques. Finally, the public unemployment service 
became of age during the war and has now a wider acceptance by both 
labor and management as an appropriate job or worker-finding medium. 

2. What are the implications of these wartime developments with 

12 Monthly Labor Review, Vol. 60, No. 2, p. 299. 

18 The War Labor Board procedures encouraged the establishment of job classifications by 
making such classifications prerequisites to wage increases under two types of situations 
(1) inequities, both intraplant and interplant, could be judged only by reference to rates and 
ranges of rates for comparable, defined jobs. The correcting of such inequities became one of 
the important sources of wage increases which could occur within stabilization limits, as both 
employers and employees sought to raise the workers’ take-home pay without running counter 
to the wage stabilization rates; (2) in addition, there was a positive incentive to set up ranges 
of rates for jobs because any plant which had such rate ranges, if of the type approved by the 
WLB, could make merit increases within those ranges according to certain rules but without 
specific WLB approval. Since such merit increases enabled an employer who was battling | 
give his employees some wage increases within stabilization limits, there was an immediate 
motive to establish such a wage structure. As some evidence of the widespread adoption of 
job classifications, the OPA has found in its reconversion pricing, in which increases in basic 
wage rates since October, 1941, are used, that most firms now have job classifications with 


rates or ranges of rates for these jobs, although only the large unionized plants had such wage 
and job systems in 1941, 
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respect to the structure of the labor market and to employer-employee 
bargaining? It is not as easy to draw definite conclusions here as in the 
commodity area, but certain points seem to be fairly clear. 

The widespread practice of rates for specified jobs will facilitate the 
determination of wage rates by collective bargaining. Negotiations can 
then be about a definite schedule of rates for a set of jobs. Furthermore, 
the wages of each employee will be determined not by his employer, but 
by the rate or range of rates set for all men on the same job, whether 
members of the union or not. Even in-grade promotions and the classi- 
fication into which an individual falls may be the subject of administra- 
tive rules and procedures agreed upon in collective bargaining. In this 
way the individual can influence his own wage rate only by acquiring 
skills which enable him to move to another job class or to obtain a merit 
increase in the same job. 

The existence of job classifications contributes to a higher degree of 
perfection in the working of both competitive and noncompetitive 
forces in the labor market. Although no one can claim that such classi- 
fications can be applied with the precision of the chemical test for the 
grade of vegetable oil, they do approximate those commodity standards 
which rely on judgment. As a result, differences among plants, indus- 
tries, or areas in wages for the same job are more easily noted and cor- 
rective measures initiated, whether of the sorts assumed in competitive 
theory or those of a highly-organized market. This factor, considered 
alone, should tend toward a higher degree of uniformity of wages for the 
same work—whether unions are powerful or not. Over a period of time, 
however, job classifications may become solidified and impede necessary 
shifts in types of jobs and in rates. 

The wartirne progress of training techniques, the building up of a 
greater body of trained workers, the wartime movements of the armed 
iorces personnel and migration of civilians, and the work of the employ- 
ment service, should all contribute to geographical and to interindustry 
and interskill movement of labor. 

There is reason to believe that prewar wage rate differences among 
plants, industries, and areas will not be re-established. Workers from 
low-wage employments have tasted higher wages, which will make them 
receptive to union action—and unions have a strong incentive to reduce 
or wipe out such differences as existed before the war. 

In summary, it seems clear that the war brought to near fruition, and 
in a fairly dramatic fashion, those changes in the structure of the labor 
market which had been started, or revitalized, during the preceding 
decade. Organized labor is in a strong strategic position. It has an un- 
precedented membership, the hold on whom may be solidified during 
several years of postwar prosperity. Most key manufacturing industries 
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have union contracts. Labor and management have further developed 
tools of bargaining. Most management accepts organized labor, al- 
though in many small- and medium-sized firms businessmen do so with 
forebodings for they seem to attribute almost complete monopoly poy- 
ers to labor. 

Two reservations should be made. First, labor does not seem to have 
solved some of its own internal difficulties, such as jurisdictional dis. 
putes, rival national organizations, and “wildcat strikes.” Second, the 
strong financial position of management compared to that of labor, 
abetted by a knowledge that the war-deferred demand will be there, 
even after an extended shutdown, may be used to resist extreme wage 
demands, or the inclusion in wage agreements of further clauses which 
strengthen the unions’ position. It seems doubtful whether management 
will use its strength to fight organized labor as an institution, except in 
isolated instances, but may attempt and succeed in some cases in elimi- 
nating contract provisions such as the maintenance of membership or the 
check-off. 


III. Some Implications For Commodity Markets of the Changes in 
the Labor Markets, and Vice Versa 


1. The maturing characteristics of the labor market, noted above, 
motivated in part as they are by developments which have already oc- 
curred in the commodity markets, in turn have a causal relationship to 
further changes in commodity market structures. Professor Dunlop has 
suggested a number of these points“ but he did not develop four that 
bear on the discussion here. 

Both logic and observation suggest that the strong position of organ- 
ized labor is but one more influence tending to increase the size of the 
business unit in those areas and trades successfully unionized. Along 
with the management specialization required to carry out product re- 
search, to develop merchandising techniques, and to handle relations 
with government at all levels, the effective dealing with organized labor 
requires time and skills which the jack of all managerial skills, the man- 
ager of a small business, does not possess. From the union’s viewpoint 
small plants are more difficult to organize and with few exceptions 
organizing activities have been more intense and successful in industries 
with large plants. There is little evidence that organized labor is deeply 
concerned about small business. Instead, organized labor’s leaders are 
concentrating on the task of becoming larger and stronger than its man- 
agement counterpart. Finally, as we shall see in the following points, the 
wage policy of organized labor, in much of its ultimate logic, fits more 
closely the costs, organization, and price policies of large, mechanized 


“ John T. Dunlop, Wage Determination Under Trade Unions (New York, 1944), Ch. X 
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plants, and of employers who enjoy the benefits of monopolistic com- 
petition. 

' To the extent that organized labor brings about interplant or geo- 
craphical uniformity in wage rates having similar effects on wage costs, 
commodity market structures will be altered as management adapts 
itself to the situation. When a reduction of wage differentials which 
have governed competitive positions does occur, the geographical mi- 
eration of labor and industry will be discouraged and, therefore, the 
market position of established firms will be preserved. Within the same 
area a tendency toward wage uniformity weakens the firms whose com- 
petitive position rests on lower wage rates. The effect on market struc- 
tures, therefore, of a tendency toward wider wage uniformity depends 
on the extent to which the loss of a wage advantage will force a business 
to change its use of productive agents and its internal organization and 
cost structure, so that it is persuaded to change its price policies. 

The level to which organized labor succeeds in pushing wage rates, 
compared to the ability to pay wages of the various firms which compete 
n selling, will affect commodity market structures. To the extent that 
wage rates are pushed toward what can be paid by those firms whose 
earnings are traceable to the productive efficiency arising from size or to 
product differentiation, firms who do well or even survive will be those 
which have or can acquire those attributes. ; 

To the extent that wages are unresponsive to a decline in demand for 
an industry’s product—and certainly organized labor’s wage policies re- 
duce such downward responsiveness*’—management is persuaded to 
adopt price policies which minimize the effects on it of declines in the 
demand for its product. Otherwise, management is able to shift some 
at least of the burden of a decline of demand to its labor by cutting 
wages. When this opportunity is lost the individual firm will find that 
the effects of a decline in demand for its products can be minimized 
under a significant degree of oligopoly or monopolistic competition. Of 
ourse, the motive to do this is present in the absence of rigid wages, 
but the urge is strengthened by the inability to cut costs. 

2. Shifting back to the structure of labor markets, it is clear that the 
growth of the size of firms and the development of product differentia- 
tion are powerful incentives behind the unionization of labor and the 
aggressive pushing for higher wages and other phases of the worker’s 
wellare. 

The monopsonistic position acquired by large business in the labor 
market provides an emotional and logical economic motive for organized 
action by labor. 


(i, Alfred C. Neal, Industrial Concentration and Price Flexibility (Washington, 1942), 
h. VI. 
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To the extent that an oligopolist or the successful seller of a differenti- 
ated product gains by his market position the workers have a fully 
understandable motive to share in the proceeds which the structure oj 
the market denies to the consumers of the products. 


Step by step the simultaneous and, to a degree, casually interrelated 
modifications in commodity and labor market structures are proceeding 
with additional stimulus from numerous other technological and socia] 
forces. This course of events is not new to the economist nor has he 
omitted its analysis. Now that the course appears irrevocable, it is 
appropriate that the economist question whether he has treated the 
changed system merely by a patchwork adjustment of an older analysis, 
Likewise, has he been inclined both to explain the functioning and to 
evaluate the consequences of the altered markets as departures from 
or in contrast to an older order? Has he been influenced by a nostalgia for 
an earlier order, or has he heralded the new without a full appreciation 
of its functioning or ultimate character or consequences? 

The war end, although it does not show a sharp break in the char- 
acter of markets, does by clarifying the nature and definiteness oj 
trends in market structures bring both the need and the opportunity 
for a new look at the economics of the market. In this re-search, the 
economist may, if he will, buttress his findings by the richest body of 
institutional and factual information ever available. The time is short, 
for if the re-examination of market structures and their functioning 
brings new conclusions, the public must be enlightened and public 
policy clarified or be put on an altered course before we have passed 
through the early postwar years, for during that period the patterns oi 
thought and action are relatively fluid. 
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THE CHANGED ENVIRONMENT OF MONETARY- 
BANKING POLICY 


By LAWRENCE H. SELTZER 
Wayne University 


The second World War and the preceding decade of depression, deficit 
financing, and expansion of the role of government in economic affairs 
have profoundly altered the environment of central banking in the 
United States. Among the major changes have been: first, far-reaching 


shifts in the climate of opinion; second, the rise of new governmental. 


tools for deliberate exertion of monetary influence, not yet co-ordinated 
with Federal Reserve machinery; third, the emergence of a public debt 
so big that even moderate increases in interest rates (one of the prin- 
cipal tools of traditional central banking management) would produce 
very sizable increases in the government’s interest costs; fourth, a vast 
increase in the public’s holdings of currency, bank deposits, and govern- 
ment securities without a commensurate increase in output or prices; 
and, fifth, the transformation of our commercial banking system from 
one in which the public’s cash and the earnings of banks were mainly 
based upon loans to private business to one in which they are mainly 
based upon bank holdings of public debt securities. 

To appreciate the significance of these changes let us cast a glance 
backward for a moment to the situation that preceded them. 


I 


When the Federal Reserve System was created by Congress in 1913, 
the international gold standard was firmly established in most of the 
principal trading nations of the world. The new banking system was not 
intended to supplant the gold standard in the United States. It was de- 
signed primarily to prevent further recurrence of the repeated monetary 

anics and seasonal credit stringencies to which this country had been 
subject by reason of our lack of provision for seasonal and emergency 
elasticity in our currency and bank reserves. Although Congress did 
not lay down a specific rule to this effect, it was generally contemplated 
that under the Reserve System, as before, movements of gold into and 
out of the country would be the chief source of changes in bank reserves 
and in credit conditions. The scope of the Reserve Board and the Re- 
serve banks for discretion in controlling the amount and cost of credit 
was regarded at first as limited to the smoothing over of temporary mal- 
adjustments. 

_ During the twenties the concept developed that instead of being con- 
ined to periods of seasonal and emergency strain in the money markets, 
central banking action should be taken more or less continuously to 
moderate short-run cyclical fluctuations in business. This trend of 
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thought and policy was encouraged by the greatly diminished reliability 
of gold movements as useful guides to monetary policy. Early in the 
decade most European countries operated on paper currencies and did 
not permit the free movement of gold. The movements that did occur 
therefore tended to be erratic and unrelated to current trade transac- 
tions. Later in the decade large international capital transactions re- 
sulted in similar distortions. It became necessary, therefore, to develop 
substitute criteria for gold movements as guides to credit policy, and in 
this process the moderation of short-run or cyclical fluctuations in busi- 
ness developed into a major objective. 

Crucial to the power of gold movements and of central banking policy 
both before and after the first World War, was the fact that the supply 
of money and credit, with brief interruptions, was chronically tight. 
There was nearly always a significant degree of tension in the money 
markets. The great bulk of this country’s bank deposits arose from 
direct interest-bearing loans made by banks to business enterprises; and 
the banks were usually “loaned up.”’ Expansion in the aggregate expend- 
itures of the country commonly required additional business borrowing 
from the banks, and the latter’s ability to increase their lending de- 
pended primarily upon additions to our gold reserves, or, after 1914 
upon the readiness of the Reserve banks to expand their credit. Under 
these conditions the Reserve authorities could exercise a very direct and 
sensitive control over alterations in the amount and cost of bank credit 
available for business borrowers; and, through this control, they could 
exert a substantial influence upon the aggregate volume of the country’s 
spending. This influence seemed to be so direct during the years of gen- 
erally active and expanding business in the twenties that exaggerated 
ideas of its potency came to be widely entertained. 

It remained for the Great Depression to bring home to everyone that 
central banking policy by itself, however well designed and skillfully 
managed, is sometimes helpless and is always limited. Its power is 
primarily one-sided. It can shrink the rate of spending by restricting 
the amount and ragsing the cost of credit. It can stimulate to some ex 
tent by relaxing yestrictions only when a significant degree of tension 
already exists in tie money markets. But it cannot force either the mem- 
ber banks or their customers to use additional credit when the general 
economic climate is forbidding. It cannot by itself do such things 4: 
recapture lost foreign markets, or undo the results of technological 
change, or rekindle the flame of business enthusiasm when this has 
temporarily burnt low. Droughts, earthquakes, foreign wars, and in- 
ternal political changes, among many other things, may for considerable 
periods dwarf the influence of central banking policy upon the course oi 
prices, employment, and the national income. 
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II 


1. The changed climate of opinion. Since 1929 there has been a striking 
shift of concern and emphasis from the problems of short-run cyclical 
stability in business and credit to the long-run difficulties of maintaining 
a high level of employment and output. Where depressions were once 
regarded as brief interludes in the steady march of economic progress, 
to be attacked and eliminated by appropriate credit policies or to be 
welcomed in mild doses for their cathartic action upon the inefficiencies 
and wastes that develop during booms, they have now come to be 
widely regarded as an inveterate tendency of our economy—a ceaseless 
threat that needs to be combated by all manner of direct and rearguard 
actions. Frequent central banking adjustments in both directions com- 
mended themselves highly when credit policy was viewed as the helms- 
man steering the economy through a very narrow channel between in- 
flation and unemployment. But now there is fear that the effects of re- 
strictive short-run credit policies may long outlast the occasioning cir- 
cumstances and reinforce the secular tendency toward contraction. A 
continuous promotive policy is therefore desired by many. As they see 
it, the whole system of private enterprise is now on trial to demonstrate 
its capacity to provide a tolerably high level of employment. In their 
eyes the danger to it does not stem from its occasional excesses of specu- 
lation and boom. Its real danger is that of prolonged depressions. 

This shift in emphasis is traceable mainly to the empirical experience 
of the thirties, but a scientific or intellectual rationale for it has been 
provided by the doctrines of J. M. Keynes and Alvin H. Hansen, which 
hold that the possibilities of full employment and optimum output are 
chronically obstructed in our society by deficient investment and con- 
sumption—by would-be savings that fail to get invested. 

In the new climate of opinion, the government is charged with a far 
greater measure of direct responsibility for the general level of eco- 
nomic activity than was formerly the case. The idea that it is the duty 
of government to underwrite a stable high level of employment, using 
deficit spending as a major instrument if necessary, underlies the pro- 
posed Full Employment Act of 1945 and similar bills. 

There has been a marked diminution in the influence of traditional 
and mechanical criteria upon the attitude of the public toward mone- 
tary management. The smooth handling of technical operations and 
problems by the Reserve System and the downfall of the international 
gold standard have contributed much to this result. In 1919 the expan- 
sion of half a billion dollars in Federal Reserve note circulation aroused 
so much comment and concern that a resolution was introduced in 
Congress calling for inquiry into the question whether the currency 
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ought not to be gradually but arbitrarily reduced,’ and the Secretary 
of the Treasury and officials of the Reserve System found it desirable to 
give reassurances to Congress and the public.? Since the end of 194; 
money in circulation has risen by an average of about 4.5 billion dollars 
a year without arousing acute concern. The chains of traditional dog- 
mas have loosened so much that little public attention was given to the 
amendment passed by Congress in June, 1945, reducing the reserve re- 
quirements of the Federal Reserve banks against notes and deposits to 
25 per cent; and no charge of heresy was leveled against Chairman 
Eccles of the Board of Governors and Vice-President Williams of the 
Federal Reserve Bank of New York when they testified before a Con- 
gressional committee that reserve requirements against Federal Re- 
serve notes could well be eliminated altogether. 

This diminution in the coercion of conventional dogmas correspond- 
ingly increases both the discretion and responsibility of the monetary 
authorities in the formulation of policy. Changes in interest rates and in 
the availability of credit are no longer regarded by the public as in- 
exorable developments—the products of uncontrollable forces such as 
gold movements and reserve ratios. They are now recognized as the 
products of discretionary policy within very substantial limits. 

The repugnance to direct government controls has diminished. 
Monetary and even fiscal controls operate mainly on an over-all, im- 
personal, nonselective basis and are for this reason more congenial to 
our traditional relations between government and industry than spe- 
cialized administrative regulations. Nevertheless the American public 
has shown itself increasingly willing, not only during the war, to adopt 
direct or nonpecuniary controls in various fields. The rapid growth oi 
administrative commissions and administrative law in recent years re- 
flects this tendency. The Reserve System’s own direct or administrativ: 
powers are by no means inconsequential. The System has long exercised 
the power to discriminate in favor of or against various types of paper 
offered for rediscount, and the discretion to refuse to lend to banks that 
persist in following disapproved policies. The System was granted con- 
trol of margin requirements in the securities and exchange legislation 
of 1934, and wartime control of installment credit in 1941. The Treas- 
ury Department during the war has made the holding of most of its new, 
longer-term securities ineligible for commercial banks for a stipulated 
period—a selective administrative ruling of considerable significance t 
the banking system. The War Production Board regulated the size 0! 
inventories that business concerns might accumulate—a kind of control 


' Annual Report of the Secretary of the Treasury for 1919, p. 17. 
* Annual Report of the Secretary of the Treasury for 1919, pp. 17-18; letter of W. P. G. Hare: 
ing to Chairman G. P. McLean of the Senate Committee on Banking and Currency, Feder# 


Reserve Bulletin for Oct., 1919. 
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that is directly related to central banking purposes, and one that may 
have peacetime possibilities in inflationary emergencies. 

The outstanding significance of selective direct controls is that they 
are capable within considerable limits of providing a workable sub- 
stitute for price increases in restricting the effective demand for goods 
and services. In view of the powerful political forces that are operating 
to limit the effective power of the Reserve authorities to raise interest 
rates, a serious and thoroughgoing exploration of the possibilities of 
extending the use of selective direct credit controls for regulatory pur- 
poses would seem to be indicated. 

2. Unco-ordinated new monetary tools. Related to the changes in the 
climate of opinion has been the emergence since 1929 of new monetary 
tools, unco-ordinated with the Federal Reserve System. The depres- 
sion-born conception of the monetary possibilities of fiscal policy, to 
which increasing substance has been given by the growth in the federal 
budget, is one of these. The legacy of the war in vastly increased budget 
requirements for servicing the public debt, for veterans’ rehabilitation 
and pensions, and for the greatly expanded needs of our military, air, 
and naval establishments will be superimposed upon the additions to 
the government’s regular activities that occurred during the thirties. 
In consequence, federal taxes and expenditures will now bulk large 
enough to enable changes in them to exert pronounced monetary ef- 
fects. The proposed Full Employment Act of 1945, previously cited, is 
expressly intended to use this power. 

The new importance of fiscal policy for the Federal Reserve System 
has been recognized implicitly in recent years by the great interest in 
fiscal matters displayed by the Chairman of the Board of Governors, 
who has repeatedly testified on pending fiscal legislation before Con- 
gressional committees. Chairman Eccles has not hesitated to advocate 
specific tax measures for monetary or quasi-monetary purposes. A re- 
cent example was his proposal to impose a confiscatory rate of tax on 
capital gains attributable to wartime speculation, in order to dampen 
down what he considered a dangerous development of speculation in 
land values and in the stock market. (It is significant that his other 
proposals to the same end—the establishment of maximum loan values 
ior real estate and the raising of margin requirements on securities— 
likewise avoided the use of the more traditional, over-all restriction of 
credit.) 

But other than the voluntary and self-initiated appearance of Re- 
serve System officials before legislative committees and informal con- 
‘erences with representatives of the Treasury and the Budget Bureau, 
there is at present no established procedure whereby the experience 
and thinking of the Reserve System can be brought to bear upon fiscal 
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policy. Even such a measure as the proposed Full Employment Act of 
1945, which would formally establish a national economic policy of full 
employment and would set up some machinery for achieving it, makes 
no provision for co-ordinating fiscal and monetary policy. 

A similar absence of co-ordination exists with respect to a variety of 
new governmental institutions that have been created in recent years 
to promote particular uses of credit: the Federal Housing Administra- 
tion, the Home Owners’ Loan Corporation, a number of additions to 
the Federal Farm Loan System, the Export-Import Bank, the Recon- 
struction Finance Corporation, and, now, the International Monetary 
Fund and International Bank. These institutions operate mainly in one 
direction—promotion. In this respect they differ fundamentally from 
our central banking authorities, whose main powers are those of re- 
striction.’ The promotive credit agencies are likely to be far more con- 
cerned with the long-run development of their special fields of inter- 
est than with shorter-run fluctuations in the general economic situation. 
Hence, some measure of conflict between their policies and those of the 
Reserve System is likely to occur from time to time. 

Finally, the vastly increased magnitude of the Treasury Department's 
public debt operations give its inherent monetary powers new practical 
importance. 

It is clear that the environment in which Federal Reserve policy 
must now be formulated and applied is one in which its traditional 
quantitative controls may conflict with and be weakened or completely 
negatived by the unco-ordinated policies of other governmental bodies, 
or, if effective co-ordinating procedures can be established, be rein- 
forced, supplemented, and perhaps in part replaced by them. 

3. The new significance of the level of interest rates. The power to bring 
about a general contraction or limitation of bank credit, with an ac- 
companying rise in interest rates, has been the principal power of cen- 
tral banks. But how real is this power under present conditions? Even 
before the war the deliberate promotion and maintenance of low inter- 
est rates had become an avowed objective of many governments, in- 
cluding those of the United States, Great Britain, Canada, and Aus- 
tralia. This policy first received strong support as an antidepression 
expedient; then as a long-run measure to combat secular unemployment 
To this support was joined that of various special interest groups, such 
as farmers, home owners, “small business,” and those who favored 
extensive government borrowing for various construction projects. Nov 
the direct and extremely powerful pressure of the desire to minimize the 


* The Federal Reserve banks, however, it may be noted, were also given a new promotivt 
power during the depression—the power to make direct loans to qualified business firms and 
individuals upon a showing that adequate credit was not available to them from other sources 
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fiscal burden of the public debt has been added to these other influences 
opposing a restrictive credit policy. 

With an interest-bearing public debt already approximating 275 
billion dollars, the interest charges alone, at present rates, will exceed 
the total budget of the federal government in any peacetime year with 
the exception of the deficit-financing period of the thirties. 

(he tax increases that would be needed to meet a rise in interest costs, 
superimposed upon the heavy taxes that will be required for other pur- 
poses, would necessitate harsher burdens upon the lower income groups 
or further damage to business incentives. An increase of one-half of one 
per cent in the average rate of interest would add a greater sum to the 
federal budgetary requirements than the total receipts from corpora- 
tion income taxes in any year between 1925 and 1940, and an increase 
of 1 per cent, more than the total receipts from the individual income 
tax in any year in this period. The same tax increases that might be 
tolerated if adopted expressly for temporary periods to combat infla- 
tion, with the proceeds available to reduce the public debt, might be 
politically intolerable if levied to meet advances in the interest cost of a 
deadweight debt. 

In view of these considerations and of the changed climate of opinion 
that I have discussed previously, the actual power of the Reserve au- 
thorities to enforce a substantial over-all contraction of bank credit is 
dubious. 

4. The vast increase in the public’s holdings of cash and government 
securities and the consequent impairment of the Reserve System’s ability to 
influence the rate of private spending. The deposits of our commercial 
banks on June 30, 1945, were two and one-half times those of 1929, four 
times those of 1933, and double those of 1940. The amount of money in 
circulation was more than five times that of 1929 and approximately 
three times that of 1940. The total of currency, bank deposits, and gov- 
ernment securities held by the general public at the end of 1945 (ex- 
cluding the holdings of the federal government, banks, and insurance 
companies) totaled more than three times the amount held five years 
earlier. The country’s supply of cash is so large relative to prices 
and output that great variations in private spending, ranging from 
a rate insufficient to provide a high level of employment to a rate 
easily sufficient to produce a marked inflation of prices, are now pos- 
sible without any significant alteration in the quantity of money and 
credit. 

Control by the banking authorities of the rate of spending is also 
iminished by another factor: the public’s cash holdings now consist 
largely of owned funds, net of any indebtedness to the banks, whereas it 
was tormerly derived mainly from direct business borrowing from 
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banks. In 1929 the direct loans of business enterprises from commercia] 
banks were equal to 65 per cent of the total of currency and bank de- 
posits outstanding; at the end of 1944, they constituted only 14 per 
cent. When the cash holdings of individuals and business enterprises are 
largely derived from direct bank loans, the rate of business spending jis 
likely to be highly sensitive to alterations in the availability and cost of 
credit, and, therefore, to the traditional instruments of Federal Reserye 
policy. This follows from the fact that when the demands of borrowers 
are rejected or only partially allowed, their ability and readiness to 
spend is directly reduced. But when the public’s cash holdings are de- 
rived mainly from other sources, the rate of private spending is partly 
insulated against over-all credit restriction. 

There are many persons who have an easy answer to this problem: 
force the commercial banks to sell much of their holdings of govern- 
ments to the public. The amount of bank deposits and currency in 
existence would be reduced dollar for dollar by such sales. To bring 
this about, the Reserve authorities need only tighten the money markets 
by raising member bank reserve requirements and further absorbing 
member bank reserves through open-market sales of their own holdings 
of government securities. At the higher interest rates that would result 
from these actions, the public (it is assumed) would readily purchase 
large amounts of Treasury obligations now held by the Reserve and 
commercial banks. 

This prescription begs the question of the elasticity of response on the 
part of the nonbank public to a moderate rise in interest rates. It is one 
thing if a rise of one-half of one per cent would produce substantial re- 
sults; it is quite another if a rise to 5 or 6 or 7 per cent were necessary. 
The scanty available historical evidence that I have examined does not 
justify an expectation of great responsiveness. Nor do analytical con- 
siderations. Institutional investors tend to invest their funds at the 
going rates about as fast as the funds come in, and the same is true of 
most wealthy individual investors. Other savers, looking forward to the 
early use of liquid balances for new houses, automobiles, and the like, 
and business corporations that hope to use their big bank balances for 
plant or inventory additions, are unlikely to rush into long-term gov- 
ernments because of a moderate rise in yields, though they might move 
into short-term obligations having nearly all the earmarks of cash. The 
great expansion in the cash holdings of the public during the war took 
place in the face of the nearly continuous availability of interest-yielding 
Treasury securities guaranteed against price depreciation and possessing 
virtually instant redeemability. Less than one-half of the Treasury 
securities sold during the war was purchased by individuals, business 
corporations, insurance companies, and state and local governments. 
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The rest, exclusive of the amounts sold to government agencies and 
trust funds, was taken by the banking system. It would be surprising 
if the same people who preferred cash to governments during wartime 
could be induced now by a moderate rise in interest rates to reverse their 
actions. 

Further, such reduction in the nominal quantity of money outstand- 
ing as could be achieved in this manner would not greatly affect the in- 
flation potential. It would not be likely to cause a marked reduction in 
the current rate of spending; and it is spending, not idle cash, that in- 
fluences prices. The idle or less active balances would be the most apt to 
be converted into government securities. Consumers would not decide 
to go without washing machines or automobiles because the rate of inter- 
est obtainable on government bonds rose from 2} to 33 per cent. Nor 
would business corporations be induced by this development to forego 
replenishing their inventories or remodelling their plants. Few persons 
or business enterprises that converted part of their cash into govern 
ments would feel poorer or markedly less liquid for having done so. The 
net effect might be mainly that depositors would turn over their remain- 
ing balances more rapidly, with no significant curtailment in their rate 
of spending. For the plain fact is that governments are not much differ- 
ent from cash until they get into the hands of more or less professional 
holders of investment securities, such as insurance companies and well- 
to-do individuals. 

The impact effects of a falling bond market, moreover, could well be 
dangerous. Even a moderate fall would be unsettling to banks and 
might set off disorderly selling. A sharp rise in bond yields, say to a level 
of 5 per cent, would be capable of being widely interpreted as reflecting 
upon the credit of the federal government, with the result that the fear 
of inflation, and hence the possibility, would be accentuated. On a 5 per 
cent yield basis our 23 per cent long-term Treasury’s would be selling in 
the low and middle sixties, our 2}’s in the low seventies, and even an 
eight-year 2 per cent would be selling nearly twenty points under par. 
lhe totals of our public debt, currency in circulation, and bank deposits 
are now so strikingly greater than ever before as to be capable of lending 
color to ill-founded rumors and interpretations conducive to a loss of 
confidence in the currency. 

in addition, the political repercussions of a radical rise in interest rates 
could easily be destructive of our existing machinery for credit control. 
In view of the whole new framework of thought stressing the long-run 
desirability of low interest rates and of the consequences of a sharp rise 
in interest rates to the federal budget, to various public programs, and 
to various large groups of our population, both Congress and the Execu- 
tive could be expected to combat it strenuously and very possibly to 
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interfere with the powers or personnel of the Reserve System in the 
process. 

A developing inflation that did not arise out of new borrowing by 
business could be attacked more appropriately and effectively by other 
weapons than a general tightening of the money market. Among these 
would be the prompt balancing of the federal budget; the creation of 
budgetary surpluses and their use to retire Treasury securities held by 
the banks; the use of the present type of Federal Reserve control of in- 
stallment credit, but on a permanent legislative basis; the slowing down 
of the operations of the government’s various promotive credit agencies; 
ere. 

5. Transformation of our commercial banking system into one based 
mainly upon holdings of the public debt. Since 1929 our commercial bank- 
ing system has been transformed from one in which bank deposits and 
bank earnings were based mainly upon direct customer loans to private 
business to one in which they arise mainly from bank ownership of the 
public debt. At the end of 1929, the loans of our commercial banks 
totaled about three times their holdings of all kinds of securities; at the 
middle of 1945, their loans amounted to only about one-fifth of their 
securities, and the latter were mainly United States Government ob- 
ligations, which constituted three-quarters of their total earning assets. 


The new position of the public debt as the chief earning asset of the 


commercial banks raises a number of major problems for the Reserve 
System: 

Its control of commercial bank lending has been seriously impaired. 
When a commercial bank has a large portfolio of marketable securities, 
it need not seek the aid of its Reserve bank to expand its direct loans 
after using up its excess reserves. It can sell securities in the open 
market. The kind of loans it makes as well as their aggregate amount is 
placed beyond the reach of the Reserve bank. The Reserve System can 
still restrain a net credit expansion by the member banks as a whole by 
limiting member bank reserves. But undesirable types of bank lending 
might continue to expand, the banks obtaining funds therefor through 
the sale of governments to other banks and to nonbank investors. Such 
sales would transfer the inactive balances of the purchasers to the sellers 
or borrowers who would put them to active use. In other words, bank 
lending could continue to finance an expansion in the rate of spending, 
and in undesirable directions, even though no net increase occurred in 
the nominal amount of Reserve or member bank credit outstanding. 

The maintenance of an orderly bond market for government securilies 
has assumed a new importance that conflicts with quantitative methods 0 
controlling credit. Only if the general restrictive credit policy were sufi 
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ciently pronounced to cause severe depreciation in the market value of 
government securities could it be relied upon to stop an undesired loan 
expansion. At sharply lower prices, many bankers would doubtless for- 
bear to sell their governments because of the book losses they would 
realize, even though the proceeds could be loaned out to customers at 
high rates of interest. In short, an effective over-all curtailment of credit 
under present conditions would operate through and function like a 
specific attack upon the government bond market. 

As of June 30, 1945, 38 billion dollars of the 82 billions of govern- 
ments held by commercial banks consisted of bonds whose maturities 
were more than five years away. A 1} per cent five-year note would drop 
nearly six points below par if it went to a 2} per cent basis; an eight-year 
1} per cent bond would drop more than 7 points under par. The 14-17 
year 2} per cent bond issued in the Victory Loan would drop 6} points 
if it went to a 2} per cent basis; and a 22-27 year 2} per cent bond 
would drop about 92 points below par if it went to a 3 per cent basis. 
A decline of only 3 per cent in the aggregate market value of commercial 
bank holdings of governments would wipe out one-third of their total 
capital funds. 

A new question arises respecting the legitimate level of bank earnings 
when the latter are mainly derived from government securities. The tradi- 
tional concept that a commercial bank earns interest for the service of 
substituting its superior and better known credit for the inferior and 
lesser known credit of the borrower is strikingly inapplicable to the pres- 
ent situation in which the commercial banks, with total capital funds of 
8 billion dollars, are extending credit to the United States Government 
in the amount of 85 billions. Other grounds for interest payments by 
the government to the banks may be readily found in the monetary 
machinery provided by the banks. But how much shall the banks be 
paid for performing these services? Mainly as the result of their in- 
creased holdings of governments, the net profits of member banks in 
1944 were two-thirds larger than in 1941 and larger than in any previous 
year. hey rose by another 25 per cent in the first half of 1945 as com- 
pared with the like period of 1944. The wartime boom in bank earnings 


difiers from that of other industries in that the supporting conditions 
will not disappear with the end of the war. The existence during the war 
of high excess profits taxes and of high taxes on ordinary corporation 
income has thus far both obscured and mitigated the questions of 
equity and public relations created by the amount and governmental 
source of bank earnings. These questions will be aggravated from now 
on with the excess profits tax repealed and other corporation income 
taxes reduced. 


Vill member banks be disposed to assume the normal risks of commercial 
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lending in suitable volume under present conditions? With the great in- 
crease in their earnings from government securities, many commercial 
banks no longer possess the incentive they once had to seek commercial 
loans. They can now make a good living without taking the risks of 
direct loans to business. Since they are profit-seeking enterprises, this 
fact alone would not necessarily act as a strong deterrent. But it. is 
joined and made doubly effective by another influence: the unprecedent- 
edly thin and still shrinking capital ratios of the commercial banks. Be- 
tween the middle of 1934 and the middle of 1945 the capital funds of the 
insured commercial banks increased by one-third but their deposit li- 
abilities multiplied by 33. The ratio of their capital funds to deposits had 
shrunk to 6 per cent on June 30, 1945. 

These circumstances impair the ability of the Reserve System to 
stimulate direct lending by banks. An easing of credit conditions would 
doubtless induce many banks to add further to their holdings of govern- 
ments rather than to assume the risks that go with any but the highest 
qualities of business loans. 

The continuance of the commercial banks as private institutions does 
not rest upon their ability to buy and own governments and to create 
deposits in the process. The government or the Federal Reserve banks 
alone could perform this function. The commercial banks doubtless con- 
tribute invaluable services to their communities as money changers, 
repositories, and bookkeepers, among other things. But their most vital 
function as private enterprises is the lending function. If by reason oj 
excessive earnings from holdings of government securities they are led 
to respond inadequately to the legitimate needs of their communities 
in this respect, they give up the most vital reason for their continued 
existence as private institutions. 

III 


In my opinion the least violent solution of the major banking prob- 
lems arising out of the public debt would be a variant of a proposal | 
made at a meeting of the American Statistical Association five years 
ago: the substitution of a single uniform Treasury obligation, which 
would constitute a part of the required reserves of the commercial banks, 
for the bulk of the heterogeneous government securities now held by 
them. Just as it formerly required that national bank note currency be 
secured by United States bonds bearing the circulation privilege, Con- 
gress could require all banks with deposits in excess of perhaps 1 million 
dollars to maintain, in addition to other reserves required by federal or 
state regulation, reserves in the form of special Reserve Certificates or 
Reserve Bonds equal to stated proportions of their deposit liabilities. 
The Reserve Certificates would bear interest at perhaps 1 per cent and 
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would be payable upon the demand of any bank. Initially any bank 
could obtain the amount it needed in exchange for outstanding govern- 
ment obligations. Afterward, the Certificates could be purchased from 
the Treasury at any time in the amounts needed to meet the Certificate 
Reserve requirements, and banks whose requirements had fallen would 
be required to turn in their excess certificates for redemption at stated 
times, such as the end of each week or month. 

Under such an arrangement, the present reserve requirements of the 
Board of Governors would continue to govern credit expansion.* The 
precise percentages that Reserve Certificates should constitute of deposits 
irom time to time might be left to the discretion of the Reserve System 

ithin limits established by Congress, and the percentages could vary 
different classes of banks and for demand as against time deposits, 
as is true of ordinary reserve requirements. By making the Treasury 
rather than the Reserve banks or the FDIC the depository agency for 
the new reserves, the jurisdictional limitations of the banking agencies 
would be avoided. 

The principal advantages of transforming the bulk of the bank-held 
portion of the public debt in this manner may be summarized as follows: 

The Treasury would permanently fund at a low interest rate about 
one-half of all the outstanding marketable government obligations in 
private hands. The result would be to remove this large fraction of the 
total from the category of ordinary public debt obligations and to elimi- 
nate all the refunding operations otherwise necessary for it. Although 
any individual bank could redeem the Reserve Certificates on demand, 
the Treasury would never experience a net loss of cash to the banks as 


‘ Shifts of deposits between banks would resultin no change in the amount of Reserve Cer- 
ites outstanding. Bank A, which gained $100 of deposits, would meet the Certificate Re- 
erequirement by buying $50 of Reserve Certificates from the Treasury at the next settle- 

ent date ( _ would meet its ordinary reserve requirement by depositing $20 with its Federal 

Reserve e be ink). Bank B, which had lost the $100 of deposits, would be required to turn in $50 

f Reserve C ean for redemption on the same settlement date (and would also have its 

rdinary reserve requirement reduced by $20). 
crease in the ordinary reserves of the member banks as a whole, which could be brought 

about by an increase in Federal Reserve credit, gold imports, or a return of currency from 
rculation, among other means, would be capable of producing the same multiple expansion 

{ member bank credit as is the case today, but one-half of the expansion would have to take 

the form of increased holdings of Reserve Certificates (assuming a 50 percent Certificate Re- 

ve requirement). Thus, if a customer of Bank A sold $100 of marketable securities to a 
Res serve bank, and deposited the proceeds with Bank A, the latter’s reserves and deposits 
ld each be increased by $100. Bank A would be required to keep about $20 of its new 
nds as ordinary lawful reserves and to purchase $50 of additional Reserve Certificates from 
he Treasury, leaving it $30 free for loans and other investments. The $30 it so uses plus the 

50 paid to the Treasury, which the latter would use to retire an equal amount of its other 

obligations, would find their way into the reserves of other banks to serve in similar manner 

as the basis for deposit expansion, until a total of approximately $500 of new member bank 
deposits had been erected on the basis of the $100 of reserves created by the Reserve bank 


rchase of securities (the 5 to 1 ratio being the result of the 20% average ordinary reserve 
requi Tement), 
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a whole unless the banks themselves were experiencing a reduction in 
their deposits. 

2. The Reserve banks would regain a considerable measure of contro] 
over direct bank lending because the individual commercial bank could 
no longer obtain funds for loan expansion through the liquidation of its 
governments except in the greatly reduced measure in which it would 
continue to own ordinary marketable Treasury obligations. 

3. The threat of sporadic waves of large-scale selling of governments 
by the banks and the accompanying threat to the stability of interest 
rates and the supply of money would be greatly reduced. The ability 
and disposition of the commercial banks to cushion the bend market 
against waves of selling by other investors and to perform their tradi- 
tional services in the distribution of Treasury securities would be re- 
newed and reinforced, for the banks would possess only a small fraction 
of their present holdings of marketable governments. On the other hand, 
for the same reason, the impact of a restrictive credit policy by the 
Reserve System would not be as concentrated upon the government 
bond market as under present arrangements. 

4. The problem of bank earnings would be solved in an equitable, 
safe, and reliable fashion. The suggested initial rate of 1 per cent com- 
pares with the rate of three-quarters of one per cent paid to commercial 
banks in Canada and Australia on special deposits made with the Treas. 
ury or central bank during the war, and with the rate of one-half of one 
per cent now paid by Great Britain on such deposits. If continuing 
additions of governments to bank portfolios created excessive earnings 
from the 1 per cent rate, an appropriate reduction could be made. 

5. The commercial banks would be relieved of all worry over th 
future course of interest rates and bond prices so far as the bulk of their 
assets is concerned. With perhaps 50 to 65 per cent of their earning assets 
no longer subject to price risks, as well as perhaps 25 per cent more in 
the form of cash, the liquidity and safety of the individual banks and 
the system as a whole would be enormously increased. The effect would 
be tantamount to a huge increase in banking capital. In consequence, 
the ability and disposition of banks to assume ordinary risks in lending 
would be enhanced. On the other hand, the large aggregate reserve re- 
quirements would promote a stability in the volume of deposits ap- 
proaching that of a 100 per cent reserve system. 

6. Increases or reductions in bank holdings of government securities 
could be better regulated with deliberate regard for their effects upon 
the country’s volume of bank deposits and rate of spending, instead 0! 
being permitted to occur in response to other influences without regar¢ 
to their monetary effects. The Certificate Reserve plan would also have 
definite advantages in making further additions to the public debt, i 
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they should occur, more manageable within substantially our present 
institutional arrangements. A permanent market at a low interest rate 
would be assured for that part of the increase in debt which was to be 
absorbed by the commercial banking system. The Reserve Certificate 
requirements against bank deposits would merely be raised as needed 
from time to time and the additional Reserve Certificates sold to the 
banks. If it were decided to finance additional deficits by the sale of 
securities directly to the Reserve banks instead of to the commercial 
banks, similar certificates could be issued, with ordinary reserve require- 
ments being raised to offset the expansion that would result in member 
bank reserves. 


The broad changes that have occurred in the environment of 
monetary-banking policy are not easily reversible. The old climate of 
opinion cannot be restored by fiat; the new monetary importance of 
the federal budget and of promotive credit agencies is at least as likely 
to grow as to decline; the enlarged federal debt, barring alterations in 
present monetary practices, will remain for generations. Consequently, 
in reviewing these changes, I have not strained to make old policies 
appear appropriate for new conditions. Instead I suggested that we ac- 
commodate our policies and procedures to the new environment as by a 
greater resort to selective and administrative controls of credit as 
against over-all quantitative controls, by better provision for co- 
ordinating credit and fiscal policies, and by transforming the bulk of 
the Treasury obligations now held by the banks into a security consti- 
tuting a part of their required reserves. 
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DISCUSSION 


GLENN E. McLavucuiin: In considering the future geographical pattern 
of industry, we must be careful not to overemphasize the effects of war 
plants. New plants can be constructed and in the next few years a heavy 
investment in manufacturing plants is likely. This new investment will be 
distributed geographically according to the locational factors now operating 
for all peacetime industries, including those consumer goods and construc- 
tion industries which expanded capacities little during the war. As a result, 
industrial shifts to the South and West are likely to be of future significance. 

In his excellent paper Dr. Stewart, however, has been concerned mainly 
with the war plants. He has raised one issue which calls for further com- 
ment. He has pointed out that the lack of a government program for the 
disposal of war plants is hindering the effective utilization of facilities in 
the West and South. Aluminum and steel facilities in the West are men- 
tioned as examples of plants which are handicapped by insufficient con- 
sideration on the part of the government and by the opposition of estab- 
lished producers. These factors are of some weight no doubt, but probably 
more important is the basic difficulty of disposing of plants with large 
capacities in areas with small or undeveloped markets. As a matter of fact, 
the Reconstruction Finance Corporation has received few serious inquiries 
for most of the large metal facilities in the South and West, despite con- 
siderable advertising and other publicity. As regulations stand, the first 
move must be made by potential private operators of these plants. Policy 
problems of course will rise in negotiating the final terms of sale or lease. 
No doubt some allowance will have to be made for what might be called 
the locational disadvantage of these plants. This should present no serious 
difficulty, however, because similar discounts have already been made for 
excess clearances, unneeded installations, and even for excess capacities. 
Government procedures may have delayed disposition somewhat, but as 
soon as all potential operators have been given an adequate opportunity 
to express their interest, the War Assets Corporation will undoubtedly 
make some disposition of these facilities in the newer industrial regions. 

It may be helpful to look at the entire plant disposal program, which is 
now well underway. By the end of 1945, the RFC had sold 101 plants 
costing about 178 million dollars out of a total of 1700 new plants costing 
about 12.3 billions and about 2100 expansions and conversions costing 
about 3.4 billions. Of course some large plants may be held in standby and 
never declared surplus for sale or lease to commercial operators. Others, 
even though surplus, will have to be dismantled. 

Although these sales so far are comparatively small in number, there are 
some significant regional differences. The great bulk of sales has been in 
the Middle Atlantic and Great Lakes states—81 of the 101 plants and 86 
per cent of the plant investment. In other regions of the country the pro- 
portion of sales is far below the share in total war plant expenditures. Thus 
the two far western regions—Mountain and Pacific—account for 13 per 
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cent of total plant cost but only 1 per cent of sales. The contrast in the three 
southern regions was also outstanding—23 to 8 per cent. 

In addition, commercial lease agreements had been reached for 47 plants 
by the end of the year. This group was also concentrated mainly in the 
industrial Northeast—about 80 per cent of the total. It does include, 
however, one large plant each in Texas, California, Missouri, and Kansas. 

Aside from the new plant constructions, the RFC has reached interim 
leases for some 210 plants financed by its old subsidiary, the Defense Plant 
Corporation. These leases allow the wartime operator to continue produc- 
tion on a short-term basis in order to test the feasibility of converting to 
peacetime operations. Again there is a marked emphasis on the Middle At- 
lantic and Great Lakes states, although a fair number of interim leases have 
been made for plants in New England, the Southwest, and the Far West. 

When the war production facilities were being located, it was evident 
that there would be important regional differences in the ability to use 
these plants after the war. It was clear that the industrial Northeast pos- 
sessed a better chance of using its new facilities than either the South or 
the West and that New England was probably not in as good a position 
as the rest of the Northeast. As the above figures indicate, disposal of 
facilities to date reflects a very great advantage to the major manufacturing 
states. In our earlier estimates on convertibility or salability, probably 
insufficient weight was given to locational differences for the same type of 
facilities. Thus, it has been easier to dispose of a machine shop in estab- 
lished production centers than in the West or the South. Moreover, it was 
not anticipated that there would be such a shortage of manufacturing space 
for civilian production. The pressure to resume operations in the durable 
peacetime industries, particularly automobiles, has created a keen interest 
in available industrial properties in the Great Lakes-Middle Atlantic states. 
Although some of these properties have been poorly located and poorly 
constructed for peacetime use, they can be made available for civilian pro- 
duction much more rapidly than new buildings can be constructed. 

The disadvantage of the newer industrial regions appears to be greater 
than previously estimated, mainly because of the lack of industrial interest 
n shipbuilding, aircraft, and explosives facilities. It had been assumed that 
at least a small fraction of these facilities could be adapted to peacetime 
use. Such an assumption still seems warranted in spite of the delay in find- 
ing peacetime operators. Disposal in these areas has been held up some- 
what by the reservation of a number of plants for either temporary or 
permanent standby. In addition, certain federal and state agencies, espe- 
cially in the South and West, have exercised their prior claims to some of 
these facilities for nonmanufacturing uses, such as for offices and for re- 
training and rehabilitation programs. Although the South and West have 
so far fared rather poorly in realizing a peacetime advantage from their 
new war facilities, the final result may be somewhat more favorable. In 
the first instance, there are a number of interim leases of facilities which 
are likely to lead to final disposition once the operators have had adequate 
experience as to peacetime costs. This consideration is particularly import- 
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ant for petroleum refining and certain chemical operations in the Southwest. 
Some assistance to these newer industrial regions seems likely to be gained 
from the development of multiple tenancy arrangements. At the present 
time, the War Assets Corporation is leasing space to manufacturers at the 
Aircraft Modification Plant in Birmingham on such a basis. Although the 
Corporation is making every effort to sell or lease facilities to a single 
operator and to get out of the industrial real estate business as far as 
possible, it is prepared to operate a plant on a multiple tenancy basis if 
there are no other demands and if a number of small producers are looking 
for space and machinery. Unfortunately, there is a dearth of small separate 
plants. There has been some interest by private investors in buying or 
leasing plants for multiple tenancy operation, but the cost and uncertainties 
of the initial period has deterred any such arrangement to date. 

Another possibility which promises some assistance in using large war 
plants in agricultural areas is the development of co-operatives. It may 
be feasible for a group of farmers and merchants to raise sufficient capital 
to convert a large ordnance group of manufacturing units to a variety of 
manufacturing and commercial enterprises. Smokeless powder projects and 
ammunition loading plants, for example, may furnish a basis for such a 
combined venture because they have a number of isolated buildings with 
many central utilities. Such ventures are under consideration at a few 
plants in the South and West. 

As the best available space is disposed of in the main manufacturing 
belt, there is bound to be more interest in facilities in the South and Mid- 
west. In some instances, large national corporations are considering these 
outlying facilities as part of a general plan of decentralization. 

Even with these possible favorable factors, the peacetime use of war 
facilities will be less advantageous to the West and South than to the 
older industrial Northeast. These outlying regions, however, stand to gain 
much from the new plant investment of the next few years, which will be 
based in part on the retention of a significant share of the wartime increase 
in population. 

Cost AND REGIONAL DISTRIBUTION OF ALL GOVERNMENT FINANCED WAR PLANTS AND 

OF PLANTS SOLD AND LEASED TO DECEMBER 31, 1945 
(Dollars in Millions) 


Total Sales Commercial Leases 
UNITED STATES 15,800 168 212 
Percentage Percentage Percentage 
of U.S. of U.S. of U.S. 
New England 4.8 0.2 0 
Middle Atlantic 19.2 43.8 40.5 
(including Maryland) 
East North Central 31.6 42.0 40.1 
West North Central 8.4 5.1 6.0 
South Atlantic 5.2 3.6 0.3 
(excluding Maryland) 
East South Central 6.4 132 0 
West South Central 11.6 
Mountain 4.2 0.2 0.3 
Pacific 8.6 0.8 5.1 
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Francis M. Boppy: The principal question which is raised by the analy- 
sis of the prewar and war shifts in the structure and geographic location 
of industry presented in Mr. Stewart’s paper is the extent to which the dis- 
tortions arising out of the war may control the postwar patterns. 

it may be argued that manufacturing will play a dominant role in the 
determination of these new patterns, not only because of the great weight 
of this factor in determining the shifts during the war and the numerical 
weight that the stability or shifts of these workers industrially or geo- 
graphically will have on the postwar patterns, but also because of the im- 
portance of these factors in determining the locational and industrial pat- 
terns in such other industries as construction, trade, and services. 

it is true, as Mr. Stewart has demonstrated, that the general picture of 
the immediate prewar and war years was that of an accentuation of trend, 
particularly in the locational aspects of the problem. If one looks back to 
an earlier period, however, as from 1929 to 1939, there are some interesting 
exceptions to this generalization. The industrialization of North and South 
Carolina (and to a lesser extent Tennessee and Georgia) was not continued 
to any great extent during the war, and the great expansion during the 
war on the West Coast was almost a countermovement to the trend in 
the previous decade insofar as manufacturing was concerned. The rise of 
the West Coast industrially belongs to a still earlier period. A further 
exception may be noted in the great increases which took place during the 
war in a chain of cities and industrial areas running from Minneapolis- 
St. Paul through Des Moines, Kansas City, Wichita, Tulsa, Fort Worth, 
Dallas, and Houston which would not have been indicated by earlier 
trends. 

While the migration and population trends during the war period also 
indicated an accentuation of the movements during 1935-40, it may be 
worth noting that in the earlier period the migrations were caused in great 
part by factors which pushed people out of depressed areas, while the war- 
time migrations were caused by pulls toward war production centers sup- 
plemented by extremely active aids and controls on the part of the govern- 
ment and of the major producers. 

The prospects of maintaining a high level of general economic activity 

nd of manufacturing in particular for the immediate future appears to be 
quite good in view of the rapid conversion which is taking place and the 
low levels of unemployment, but whether manufacturing can maintain its 
wartime levels and, if so, whether it can be maintained in the war produc- 
tion areas are both rather more doubtful. 

lt appears particularly doubtful that the war-boom areas on the Pacific 
Coast and in the central part of the country can expect to maintain their 
war workers in peacetime industry. The war facilities in these areas are, 
generally speaking, much less adaptable to the production of peacetime 
products, and the earlier trends in industrial location did not indicate that 
these areas had been so attractive with respect to the location of civilian 
markets, power, raw materials, labor, and to the whole complex of related 
industries and services so necessary to support an industrial community 
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as to permit a forecast that normal trends would support or catch up with 
the war expansion. 

The fact that population and labor supply and some adaptable industria] 
plants and services are now at these locations is a distinct advantage, how- 
ever, for perhaps the costs of inducing such movements to the areas were 
partial explanations for the lack of rapid growth earlier. Because of these 
factors expansion of industry may be expected to be maintained at some- 
what higher levels than would have been probable without such wartime 
shifts. On balance, however, it seems likely that such factors would hardly 
be sufficient to discount completely the earlier trends. : 

On the other hand, the trend of industrial expansion in earlier decades 
in North and South Carolina and Tennessee and Georgia which was inter- 
rupted by the war may be expected to resume as manufacturing resumes 
civilian production. 

The change in freight-rate structure, proposed changes in the minimum 
wage laws, the ultimate locational preferences of returning servicemen, 
housing shortages, new electric power developments, differential rates of 
population growth, and the ingenuity of businessmen in adapting and de- 
veloping local resources and war facilities to peacetime production will 
all have their effects on the future pattern of industry. The relative stability 
and dominance of the main industrial area of the country, north of the 
Ohio and east of the Mississippi rivers, in the period from 1919 to 1939 
would indicate that growth into new areas will come slowly and will not 
remove the center of gravity of manufacturing from the established area 
for a long time to come. 


EwaLp T. GRETHER: My comments will be directed only to Dr. Heile- 
bower’s paper. I shall discuss briefly four interrelated sets of factors; 
namely, product differentiation and brand promotion, vertical market in- 
tegration, the geographical dispersion of industry especially to the West, 
and the effects of the war upon small-scale manufacturing in relation to 
the long-run postwar outlook. 

Since the seventies, product differentiation and its most important mani- 
festation—brand promotion—have been growing apace in the United 
States. There have been a number of interlinked factors responsible for 
this general tendency including: (1) the inherent profit advantages (once 
the book publishers and patent medicine purveyors had demonstrated the 
possibilities) ; (2) the growth of our broad and rich internal free trade mar- 
ket, through rapid means of transportation and communication; (3) the 
technological advances in the printing, paper, and allied industries and 
arts; (4) the improvement of packaging media and equipment as a reaction 
both to changing conceptions of health and hygiene and marketing needs; 
and (5) important developments in our legal and regulative system, es 
pecially trade-mark and patent law, which became crystallized during 
the brief interlude when laissez faire and caveat emptor were at a peak, and 
antitrust legislation, which served to shift interest from group devices for 
market-sharing to individual brand promotion. 
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Evidences (admittedly incomplete) of the extent to which product dif- 
ferentiation through brand promotion had developed in the United States 
between the Civil War and World War II are the following: 

i. Per capita advertising expenditures in newspapers and periodicals, 
which increased from $0.22 in 1865 to $0.78 in 1880 to a peak of $9.22 in 
1929.1 

2. The rapid expansion of the use of brands and trademarks in market- 
ing and sales promotion. Beginning with the tiny trickle of 121 registered 
-rade-marks in 1870, federal registration become a veritable flood, so that 
by January 1, 1941, 384,046 trademarks had been listed in Washington. 
But this astounding figure was far below the actual number in use; it is 
estimated that in recent times a million or more brands have been in use 
or held for use by American firms.” 

3. The dominant position achieved in many of our markets by the lead- 
ing national brands. Space cannot be taken here to record the evidence, 
but in many industries a small oligopoly of firms sit securely at the top 
of the market. There are, of course, important exceptions. 

| agree with Dr. Heflebower that price regulations as promulgated and 
enforced, wartime scarcities and rationing, the excess profits tax, and 
priorities system as administered, and the expansion of money incomes— 
allcombined (with notable exceptions) to solidify and often even to improve 
the relative position of the national firms with leading brands and to con- 
serve our whole system of product differentiation through brand promo- 
tion. There will no doubt be a great boom in the next few years in brand 
promotion and in advertising, similar to, but of greater magnitude than, 
that following World War I. Undoubtedly, too, the national firms with 
highly publicized brands will lead the pack. There will of course be some 
shifting in ranks, some successes on the part of new or small- and medium- 
size firms, but the leading pretenders to the throne will be the large dis- 
tributors with their own brands. 

Horizontal and vertical market integration have also been accelerated 
luring the war. I shall comment briefly only upon the latter. The pre- 
war drift towards vertical integration became more pronounced during 
the war because of the shortages of supplies to distributors, the desires of 


excess profits tax as administered. One of the most interesting develop- 
ments was the acquisition of packing, processing, and manufacturing facili- 
ties by distributors who were unable to maintain their private brands or 
even acquire ordinary supplies from normal prewar sources. I doubt 
whether facilities thus acquired will be relinquished readily. In my view, 
vertical integration may be expected to extend its authority over our 
marketing channels either through outright ownership or through con- 
tractual arrangements in the absence of new legal barriers. But judging 
‘rom the prewar straws in the wind, such barriers may very well appear 

‘I’ Presbrey, The History and Development of Advertising, p. 591; N. H. Borden, The Eco- 
nomic &: fects of Advertising, p. 48. 

* Borden, op. cit., p. 29. 
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through special legislation, action by administrative tribunals, and judicia] 
interpretation. It should be noted, however, that actually we know very 
little about the economies and diseconomies of vertical integration, espe. 
cially backward integration by distributors. This is a fruitful field for 
economic analysis. 

One of the outstanding wartime effects is the acceleration of industrializa. 
tion in the Far West, especially in California. My observation of the de. 
velopments in the West has convinced me that a large portion of the war. 
time gains will be maintained. There will, of course, be some shifting about 
and some loss of momentum because of shortages of equipment and ma- 
terials. For instance, some eastern steel firms are no longer accepting orders 
on the Pacific Coast. The industries which were badly out of balance, such 
as aircraft manufacture and shipbuilding, are in the process of rapid con- 
traction. But in the net, the Far West will be well ahead of its prewar 
position industrially. An important aspect of this industrial development 
is a major movement of national firms into branch plant operation on the 
Coast, especially in California. 

Dr. Heflebower discussed the effects of wage standardization through 
collective bargaining upon industrial decentralization. I have observed in 
California that it is the local independent enterprises that complain most 
of competition from low-wage-cost areas, whereas national firms with ex- 
perience elsewhere in a number of instances have stated that their labor 
costs do not vary significantly between locations or that wage differen- 
tials are offset by the advantages of regional production. A study of the 
comparative labor costs of the branches of national firms operating through 
out the United States would be most illuminating both as to the facts then- 
selves and as a guide for interregional wage policy. 

Finally, there is the problem of the effects of the war upon the small. 
scale manufacturers in relation to their postwar outlook. During the war 
thousands of small producers have been equipped better than before and 
have developed strong financial reserves. During the immediate postwar 
years of lush markets some of these firms will have an unprecedented op- 
portunity to improve their market positions, especially if they have main- 
tained their prewar connections. 

The serious national problem, however, arises out of the thousands of 
war subcontractors who demonstrated excellent productive capacities under 
wartime arrangements but have no prewar market groove into which to 
settle. The casualty rate in this group will inevitably be high; some por- 
tion of this loss must be charged to war costs. Many of these subcontractors 
are now gadgeteers, offering their potato mashers, skillets, dust pans, fire 
screens, etc., to distributor after distributor. Their chief handicaps are not 
financial but lack of knowledge and ability in marketing, the competition 
of established, full-line firms, and the preference of local jobbers for the 
lines of established, national, and regional firms who give them both marke! 
reputation and protection. Many of these wartime subcontractors will sur 
vive only if they succeed in resuming their roles as subcontractors. In some 
cases this will be feasible, as for instance in making parts for automobilt 
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manufacturers or in building products for the private brands of dis- 
tributors. The immediate opportunities of this type, however, will take 
care of only the larger and better equipped firms. Another portion will be 
salvaged through absorption by established national and regional manu- 
facturers. Yet another portion of the group might be able to survive through 
the organization of strong co-operative associations in which they would 
accept some central office supervision in production and transfer most of 
the marketing responsibility to the central organization while retaining 
individual ownership. Why should not the federal government foster this 
type of organized effort among small-scale manufacturers as it has among 
small-scale farmers? A large export market, as in the Orient, might allow 
the federal government to work out a means of subcontracting which would 
utilize many of the wartime subcontractors. The point is that it is not 
lack of technical know-how, tooling, and labor skill that will close these 
plants, but inability to compete in marketing. 

Organized labor, it has been noted, carries a heavy responsibility both 
with respect to geographical concentration and the maintenance of small, 
independent operating units. Is it true that organized labor actually prefers 
to deal with large firms? There certainly is much evidence to this effect. 
Conditions are so diverse as to make simple, over-all generalizations 
treacherous. It would be useful to contrast the policies of organized labor 
in those industries which are in the hands of a small number of large firms 
with those with a considerable scattering among medium- and small-size 
firms. Perhaps we are too much impressed by the publicity given to recent 
developments in the large-scale industries. Most likely, too, much of the 
program of organized labor is opportunistic and not grounded upon a 
consideration of long-run results and implications. 

A final word. Within ten years we may very well be forced to resurvey this 
whole set of problems if atomic energy at low cost has widespread industrial 
application. Such industria] use could not conceivably produce the ‘‘atom- 
istic’ competition of economic verbiage, but it might make for wide de- 
centralization geographically as well as assist in equalizing the opportun- 
ities of smaller local and regional enterprises. 


DonALD B. Woopwarp: I should like to raise three questions regarding 
this most intriguing paper. 

The first question is whether Dr. Seltzer would set forth in accounting 
detail just what transactions would occur when a bank would make a loan 
with the Certificate Reserve Plan in effect; if this could be done in the 
Proceedings issue of the Review as a supplement to his paper, it would 
be most helpful to many of use who are trying to understand the plan. In 
making this suggestion I do not mean to inject technical obscurantism, 
but rather to try to see just what, in his concept, the system would mean 
in operation. 
| Subject to correction by Dr. Seltzer, the Certificate Reserve Plan, when 
in eflect after the changeover, seems to me to mean one or both of the 
lollowing two points to our monetary system: first, changes in the money 
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supply would be exaggerated; second, the burden on Federal Reserve credit 
would be increased. 

The money supply would be made more unstable, I should think, if the 
Treasury made any disposition of the proceeds from sale of Reserve Cer. 
tificates other than holding them sterile, because in that event every $100.00 
bank loan would mean $285.71 credit expansion—assuming that the Re- 
serve Certificate requirements were 65 per cent, that the Treasury does 
not hold proceeds from Certificate sale sterile, but disposes of them so that 
a new deposit results and that the bank has unlimited excess reserves. The 
burden on Federal Reserve credit would be increased by 186 per cent if the 
Treasury did not hold the proceeds sterile and by 325 per cent if it did; 
in the first instance reserve requirements resulting from a $100.00 loan 
would be $57.14 (required on $285.71 of deposits), instead of $20.00 and 
in the second instance, $85.00 (increase in reserves for $100.00 new deposit 
plus $65.00 taken by the Treasury) instead of $20.00. The example ac- 
counts for only two of the possible conditions; i.e., that in which the bank 
has large excess reserves and the Treasury does spend the proceeds from 
certificate sale and that in which the bank has large excess reserves and the 
bank does not spend the proceeds. Other cases would be those in which the 
bank has no excess reserves and therefore (1) sells assets, (2) borrows from 
the federal, or (3) the federal carries out open-market operations; in each 
of the three cases, the Treasury may, or may not, spend the proceeds. The 
arithmetic results would differ in each case, but in most the money supply 
would be made more unstable and in all the burden on Federal Reserve 
credit increased. 

Still subject to correction by Dr. Seltzer, the Plan would also seem to 
have certain odd effects upon the Treasury. If the Treasury held proceeds 
from Reserve Certificate sale sterile, it would pay interest on idle funds, a 
practice not very appealing politically and for which not many years ago 
it was roundly criticized. If it did mot hold the funds sterile it would be 
obliged to use tax or borrowing proceeds to redeem Reserve Certificates when 
they were presented, which would be in time of credit deflation. For the 
Treasury to be carry on operations that would still further decrease veloc- 
ity in time of deflation might not be popular with many, including, I sus- 
pect, quite a few members of this Association. 

Finally, and still subject to correction, the Plan would seem to operate 
with questionable equity and dubious desirability on the banks. Those 
banks which would be doing the best and most aggressive job in financing 
business would be most restricted, and, at the changeover, most penalized. 
Would this be wise public policy? 

These reasons for making the suggestion that Dr. Seltzer spell out the 
operation of his plan in accounting detail may result entirely from miscon- 
ceptions on my part. But I have talked to enough other people who are puzzled 
as to just how it would work to feel that considerable detailed clarification 
is needed. 

My second question is less mecharical. How is the operation of this Plan 
to be reconciled with the condition in the markets today? The Plan is in- 
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tended, as I understand it, to restrict further rises in the money supply 
through lessening the creation of new bank deposits and at the same time, 
to perpetuate the ineffably Elysian effects of low and ever lower money 
rates. But the condition of the market today is one in which very low 
yields on government and other high grade securities exist solely because 
of bank purchase. You need only to look at the difference in yield between 
the two 2} per cent United States Government issues of 1967-72 which are 
not eligible for banks and the one of 1967-72 which is eligible, to see the 
point. Present yields would not exist but for bank buying, which, of course, 
increases deposits. Thus, if the plan is to limit the rate of monetary expan- 
sion, interest rates will not remain as low as they are; while if the present 
interest rates are maintained, we may confidently expect to see the con- 
tinued gravitation of the entire public debt toward the banks with conse- 
quent monetary expansion. It is one of those cases of the mutual incom- 
patibility of having that substance Marie Antoinette once recommended 
for French diet and of polishing the esophagus with it. 

My third question is much more general and requires a preface. The 
conditions which Dr. Seltzer reports with some accuracy as existing in this 
“changed environment of monetary-banking policy” represent, among 
other things, a state of mind and fact at odds with the state of mind and 
facts of the nineteenth and early twentieth century, that far distant period 
before World War I. They represent a state of mind in which it is often 
deemed sophisticated to scoff—which Dr. Seltzer carefully refrains from 
doing—at the ideas of that truly antediluvian period. 

That was a period which predicated its policies upon belief in the pro- 
pensity of society to use its resources, if but permitted to do so, in a way 
to produce high employment and prosperity, and not upon an asserted 
“secular tendency toward contraction.” It was a period in which govern- 
ment was “charged with a greater measure of direct responsibility” to 
treat all men as equals endowed with certain inalienable rights. It was a 
period when the deliberate promotion and maintenance of low interest 
rates—and ever lower ones—had not been conceived. It was a period when 
there had mot been “‘a marked diminution in the influence of traditional and 
mechanical criteria of monetary policy upon the attitude of the public 
toward monetary management.” It was a period when there was a “re- 
pugnance to direct government controls.” It was a period when there were 
few new monetary tools to co-ordinate, and one in which we were not 
blessed by ‘“‘a mew conception of the possibilities of fiscal policy.” It was 
one in which the significance of interest rates to the government’s budge- 
tary requirements was so deeply realized that debt was repaid. It was a 
period in which the free market place was the arbiter of conflicting forces 
and the consumer was enthroned as dictator. 

Interestingly, it was a period when many of the problems which beset 
us in this period were absent. Employment was higher and more sustained 
than during the last fifteen years with their many theoretical and popular 
discoveries. Production and the standard of living rose more than in any 
period of history, and at a faster rate than in any period of history. Men 
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were, I believe, freer, and there was more peace and confidence of peace. 

In short, while in this “changed environment” which Dr. Seltzer ac. 
curately reports, it is sophisticated to scoff at those generations, in words. 
the fact is that to a marked degree their accomplishments scoff at us. 

My question is whether, in seeking after monetary and banking policies 
and mechanisms—yes, and economic policies and mechanisms too—we 
might not do well to spend a little time to look again to see if the beliefs 
of that period were all bad, to see why our words scoff at them, but their 
accomplishments scoff at us. I am not nostalgic about the evils of the peri- 
od, but I do wonder if there are at least some timbers in that house which 
should not be burned to roast the pig. 


Ratpu A. YounG: Professor Seltzer has rendered a valuable service by 
his efforts to think through afresh the problem of monetary and banking 
policy in a changed environment. His analysis shows deep insight into the 
many changes during recent years in the financial processes of the economy, 
and in the climate of opinion relating to them. Certain points in his analysis 
need to be underscored; others, particularly with reference to his general 
conclusions and proposed solution to the current problem, are at least 
open to question. 

One general observation is in order at the outset. Dr. Seltzer has traced 
effectively the broad tendencies that have led to the current crisis in mone- 
tary and banking policy. But can the problems of the next decade, or even 
of the transition period, be accurately inferred and defined by projecting 
these tendencies? 

Some of the tendencies that Dr. Seltzer has traced are likely to change 
rapidly for a variety of reasons—particularly those tendencies that fall 
under his category “‘climate of opinion.” Others are perhaps less variable, 
but even these are subject to change. Take, for example, the possible 
course of bank loans to private business in relation to other bank assets, 
which Dr. Seltzer apparently believes will be downward because of basic 
structural change in financial practices and processes. His belief may be 
borne out in the future, but his analysis gives little weight to three im- 
portant influences that might affect the outcome. The first of these is the 
cumulative effect of changes and adaptations in bank lending practices 
during the past ten years, including the development of special methods 
for financing both large business and medium-sized and small business. A 
second influence is the possible course of general business activity; experi- 
ence suggests that if expansion of business activity (discounting mild cycl- 
cal swings) is sustained when commodity and service prices are stable ot 
rising, then growth in bank lending to business will also occur. A third 
influence is interest rates and tax rates applicable to corporate income; 2 
current levels of these rates, debt financing is the cheapest form of business 
financing, and the prospect is that for some time it will remain so. 

This preliminary observation is merely to suggest that the monetary and 
banking problem ahead may not be precisely as Dr. Seltzer’s paper env: 
sions it, and that his proposed solution, the securities reserve plan, may 
therefore not fully attain the ends that he foresees. 
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Without undertaking to pass a final judgment on Dr. Seltzer’s plan, it 
is relevant to point out that it proposes two important changes in the 
monetary and banking system. The first is the substitution of centralized 
bank management for individual bank management of government se- 
curity portfolios held by banks. The second is an elaboration of the regula- 
tory and control mechanism of the banking system, involving perhaps the 
extension of powers and jurisdiction of particular agencies, within an 
already complicated regulatory and control structure. These proposed 
changes should receive careful study and discussion before a Securities 
Reserve Plan along the lines he recommends is considered for adoption. 

From the development of Dr. Seltzer’s paper it seems fair to infer that 
his concern is with four basic issues: (1) the risks to financial stability of 
higher interest rates; (2) the wartime increase in bank earnings, especially 
from holdings of, and trading in, government securities; (3) the private 
lending function of banks; (4) the control of bank credit expansion. His 
Securities Reserve Plan is proposed as ‘“‘the simplest and most nearly ade- 
quate solution to the major banking problems arising out of the public 
debt’; in other words, as a solution that would deal simultaneously, though 
with varying effect, with these four issues. A number of pertinent ques- 
tions with respect to each of the basic issues seem to be unanswered, how- 
ever, in his analysis. Let us consider first the interest rate problem. 

1. If the principal objective of monetary and banking policy is to main- 
tain interest rates at low levels, in order to protect the market value of the 
federal debt and to limit the debt charge in the federal budget, cannot 
this objective be attained as well without the Securities Reserve Plan as 
with it? If the principal objective is to control price inflation, would not 
that objective conflict with interest rate control as much under the Se- 
curities Reserve Plan as under existing arrangements? In this connection, 
if his Plan were in operation and an active demand for bank credit should 
develop from private business, would not a rise in interest rates on business 
loans result, which would be transmitted to interest rates on marketable 
government obligations? 

2. Would his plan effectively insulate the structure and level of market 
nterest rates from the effects of changes in primary bank reserves? 

3. Would not the 1 percent rate on Reserve Certificates which Dr. 
Seltzer proposes lead at once to the abandonment of the present pattern 
of market rates and to the establishment of a 1 per cent level for short- 
term rates? What would be the effects of this change? 

+. How great are the risks to the financial markets and to the economy 
of an adjustment in the pattern of market interest rates, and of a rise in 
the level of such rates, so far as the response of banks and other institutional 
investors is concerned? Will such investors respond to the threat of higher 
interest rates by liquidating governments in disorderly fashion? And if 
they liquidate, to whom will they sell? 

With regard to the problem of bank earnings, certain questions also arise. 

|. If public opinion comes to accept the view that bank earnings—be- 
cause of holdings of governments—are a problem of vital concern, why not 
attack the problem by imposing some form of franchise tax? (Dr. Seltzer 
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proposes such a tax as a supplement to his plan. Why apply both his 
plan and a franchise tax to control bank earnings?) 

2. Is the relation of bank portfolios of government securities to deposits 
sufficiently uniform in different institutions so that the plan could be intro- 
duced without serious adjustment difficulties? 

As for the lending function of banks, would the advantages claimed for 
the Securities Reserve Plan actually materialize? 

1. Under adaptations already made in the banking system, are not goy- 
ernment securities now considered by bankers to be virtually riskless as- 
sets? Would making them completely riskless increase the willingness of 
banks to assume risks of lending to private business? Would such a step 
actually be tantamount to a huge increase in the capital of the banking 
system? (An important factor here would be the terms under which the 
Plan would be put into effect.) 

2. What is the relation between bank earnings and the willingness of 
banks to assume private iending risks? To what degree has improvement of 
bank earnings since the mid-thirties been a factor in the development or 
adaptation by banks of new methods of lending to business? 

3. Are not banks themselves concerned, for political reasons, over the 
declining proportion of business and other loans to total assets? Is not the 
political influence likely to be as forceful as any other in liberalizing bank 
lending policies in the period ahead? 

Finally, there is a question about the utility of the Securities Reserve 
Plan for the control of bank credit expansion. Dr. Seltzer recognizes that 
present reserve requirements would continue to govern bank credit expan- 
sion and determine its upper limit, but suggests that the credit expansion 
effects of increases in bank reserves might be controlled by limiting the 
additional availability of reserve securities, at the discretion of Federal 
Reserve or Treasury officials. But what if the Treasury’s budget or debt 
management requirements necessitated additional market financing at the 
same time that monetary-banking policy called for curbing the credit ex- 
pansion of the banking system? How would the conflict between the ob- 
jectives of monetary-banking management and those of debt management 
be resolved? 

There are still other questions to be answered, for the issues to which 
the Securities Reserve Plan is directed are complicated and ramify through- 
out the financial system. The important point to stress is that Dr. Seltzer’s 
plan is advanced as a formula to solve or help solve simultaneously several 
critical monetary and banking problems. Whether or not the utility oi 
his plan is so varied is doubtful. The questions raised here suggest the 
need for further clarification and delimitation of objectives. A major prob- 
lem which his plan is evidently not designed to meet is that of getting the 
banking system to hold a smaller share of the federal debt and the public 
a larger share, without seriously disrupting the pattern and level of market 
interest rates and of commodity and service prices. If this problem could 
be solved, the issues to which Dr. Seltzer directs his Plan would be modified, 
and the advantages claimed for it would be altered. 
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NEW FRONTIERS IN ECONOMIC THOUGHT 


IMMUTABLE LAW IN ECONOMICS: ITS 
REALITY AND LIMITATIONS! 


By FRANK H. KNIGHT 
University of Chicago 


This paper has for the author the disappointing character of an ex- 
periment with negative results, plus the humiliation of realizing that 
this outcome should have been foreseen from the start. The project of 
stating briefly and simply the main axioms or “assumptions’’ of eco- 
nomic theory and their immediate general implications has long appealed 
to the author. But the effort to do it in the scope of a program paper has 
served chiefly to clarify the reasons why it canr.ot be done, and why the 
fruits of the attempt are not likely to command wide assent. One is led 
head-on into all the issues of “‘scope and method”’ that have consumed in 
controversy so much of the labor of writers and readers since the birth of 
modern economics. Such controversies have appeared to subside of late 
because men have either worked at practical problems without attempt- 
ing to make their assumptions explicit or have set up mathematical 
postulates without much interest in their relevance to reality and its 
problems. The quest for universals (universal is a better single word than 
immutable for the essential idea of our subject), either in economic 
reality or in men’s thinking about it, runs into eerie abstraction in which 
few are deeply interested and on which little agreement is to be expected 
among those who are; the views of any individual are likely to be re- 
garded by others as dogmatic or as mere hobby-riding. 

Significant universality is possible only in relation to some field of 
subject matter, delimited in some way, and ultimately defined by the 
generalizations one makes regarding it. We begin by assuming that the 
term “economic” refers primarily to some sector or aspect of human 
conduct, and that economic laws must be found as a species within this 
area. We also exclude at once (as far as possible)“‘moral’’ and other 
mandatory or hortatory meanings, leaving law as a true statement hav- 
ing some degree of generality—universality for the subject matter to 
which it applies—in contrast with statements describing a thing or event 
at a particular moment of time and point in space. A law may be sci- 
entific or historical, and empirical or deductive in basis; the problems 
suggested cannot be discussed here, but the distinctions must be kept 
in mind. In the jargon of the positive philosophy, or “scientism,” laws 
describe “‘uniformities of coexistence or sequence.’”’ The second are the 


‘What is printed here is a considerably expanded and reworked version of the paper read 
at the Cleveland meeting. It is still but a survey of the topic, and the author is acutely aware 
' the superficial character of the treatment at many points. 
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more interesting, particularly in connection with conduct, which js q 
process or has a time dimension, and with reference to action; i.e., “‘pre- 
diction and control.’”’ We shall speak primarily of laws descriptive jn 
some sense of the course of events that will follow (certainly or more or 
less probably) under some stated conditions. 

For comparison one may have in mind the elementary principles or 
arithmetic and plane (Euclidian) geometry, which doubtless are the best 
examples of ‘‘universal and immutable law.” As ordinarily understood, 
such principles do not involve time, though most (if not all) of the 
propositions of mathematics can be viewed as stating results that will 
be obtained by performing specified operations. And they can be em- 
pirically verified, to any degree of accuracy and generality that is 
thought worth the cost, which is not true of economic laws, since these 
relate to a subjective intention. On the other hand, the laws of mechap- 
ics, universal for matter and motion, have in the ordinary form a time 
dimension, but they are made to apply to a point-moment by differenti- 
ation and statement in terms of velocity and acceleration instead of 
measured time and distance. These laws are assumed to hold regardless 
of compounding and offsetting of different forces or motions—the prin- 
ciple of “composition and resolution.”” How far such analysis is valid or 
meaningful with respect to economic phenomena (or conduct in any 
view) is a field of inquiry little explored and which cannot be taken up 
here, but the highly composite character of the phenomena is an im- 
portant fact. All general laws are necessarily ‘‘abstract”’ and empirically 
more or less inaccurate. The axioms and propositions of geometry are 
in all degrees “‘untrue”’ of actual figures; and addition and other opera- 
tions of arithmetic are empirically invalid, since we never deal with 
perfectly homogeneous magnitudes; counting must ignore differences, 
and measurement is never exact. Thus general laws are strictly ac- 
curate only for concepts derived analytically from experience and forn- 
ulated as “limiting cases.”” In many of the common examples we do 
not know whether recognition historically came first through empirical 
observation or through inference from axioms in the manner of mathe- 
matics today, or what was the connection with crudely practical con- 
cerns. 

The question as to how far any law is really universal may be viewed 
either as one of objective fact—the uniformity and simplicity of nature 
—or as that of how far men ultimately think alike, or would do soi! 
they thought “correctly.” Neither question can be closely investigated, 
because we have no way of comparing either observations or ideas ¢%- 
cept through verbal communication (or other symbols), notoriously in- 
accurate and unreliable. In their empirical aspect, laws are qualified by 
recognized differences in observations and rest on general acceptance 0! 
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some “theory of errors” for determining when there is error and not 
actual diversity in the phenomena and for getting back of divergences 
to an approximate truth assumed to be uniform. These remarks are 
meant to show (what should hardly need statement) that when anyone 
asserts any statement to be a law he is stating a personal opinion; he 
may hold any degree of conviction that it will be accepted by others, 


' or by the “competent”; but there is no point in making statements that 
' are merely obvious and commonplace. In every sentence in such a paper 


as this, dealing with highly controversial material, the expression, “I 


: submit as true and relevant,” is to be understood at the appropriate 


point—and after this observation it need not be actually written again. 


I 


The root of the main problem with respect to laws of conduct of any 
kind lies in the differences in the nature and role or “purpose” of knowl- 
edge itself in different fields of subject matter, particularly the great 
“branches” (sciences in different senses of the word) that deal respec- 
tively with man and with the inert objects and processes of nature. A 
further source of difficulty is the role of the biological sciences, occupy- 
ing a wide intermediate range; they must be taken into account, since 
the notion of “economy” (though not that of conduct!) is applied to 


' organisms of every kind. The central difficulty undoubtedly arises from 


the fact that when men begin to “know themselves” they find that they 
are at the same time physical mechanisms and purposive subjects, as 
well as biological organisms with qualities belonging to the whole range 


' of the evolutionary scale. In addition, man is at once knower and known, 
_ and user of knowledge. These facts make it impossible to make a clear 


separation between human and natural phenomena, or between the hu- 
man phenomena that belong to different categories. It cannot be done 
either by classification or by quantitative analysis. Every human act 
has more or less the ‘‘aspect”’ of a mechanical response to a situation, 
of an “adaptive” response (or an “unsuccessful” attempt) and (if it is 
conscious) of rationality. And in rational purpose there are at least two 
distinct levels: the suitability of an act for realizing an end actually in 
view and conformity of the end itself to norms defined by “critical” 
judgments, of varying kind, objectivity, and validity. Finally, the “‘so- 
cial context” of action presents a very distinctive problem in the relation 


_ of cause-and-effect to rationality. 


In view of unconscious purposiveness, we cannot consider here the 
question whether economic law is universal in the sense that all human 
behavior has the economic quality or aspect, or whether this is true of 
all deliberate action, or precisely what is the universality of economic 
law. Our task is to try to state what men who have some standing as 
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economists mean in practice by economic behavior, insofar as they try 
to think and write in terms that define “economics” in a reasonable 
relation to other recognized disciplines. Most economists no doubt fee! 
little interest in the question whether they are talking about economics 
or something else, and I am not passing judgment on this attitude; by 
one must assume that the question is real in order to write a paper on 
economic law. Attention will here be given first and primarily to “eco. 
nomic theory’’; by this I mean only that the primary data are taken as 
a matter of common knowledge, in contrast with “empirical” procedure 
based on specially controlled or selected observations, treated by the 
special techniques of statistics or of historical criticism. 

The next assumption is that the meaning of economics has some re- 
lation to that of economy, or economizing, in everyday usage. Economy 
is roughly synonymous with effciency; it is a matter of using means to 
achieve some end, and in such a way as to yield a larger rather than a 
smaller ratio of the result to the means—larger and smaller, again, 
meaning more or less valuable, by some measure and standard. At this 
point a sweeping restriction must be stated. In everyday usage, refer. 
ence to greater or less economy or efficiency is commonly made in com- 
paring technical processes, or differences in ‘‘technology.” Economic 
theory deals with a different problem field, leaving technology to its 
various special disciplines, from shop practice and agronomy to cookery 
and artistic technique. This separation is made by assuming that tech- 
nology is “given,” that in using any means available to achieve a physi- 
cally defined end that process will be chosen, among those known in 
the arts and science of the culture in question, which yields the largest 
ratio of output to input. The economic problem studied by economic 
theory is that of combining different lines of production-and-consump- 
tion in such proportions as to secure the largest total desired end or 
result, the “maximum satisfaction,” from the given total stock of re- 
sources. Economy in this sense is thus relative to three sets of data: 
(1) the various ends of the individual (or other subject) in his (or its 
estimation of relative importance; (2) the concrete means under the 
subject’s control, including personal capacities and external things or 
materials; and (3) technique or technology. In most actual choices, 
technical and allocative problems are combined; but the two kinds are 
analytically distinct and in large part empirically, also. Ultimately, 0 
course, all efficiency is a value relation; physical efficiency is logically 
a self-contradiction, or an elliptical expression. 

Besides individually using means more or less effectively to realiz 
ends, human beings also co-operate in their economic life, and organix 
action socially, as one way of increasing its effectiveness; and some gel- 
eral and true statements can be made about economic organization, als°. 
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Thus the first half of our subject falls at once into two main divisions— 
the “laws” of individual (or other unit) economy and those of co- 
operative association. Discussion of the laws will naturally include a 
rough formulation of the more general of them, and cannot be entirely 
separated from the second half of the topic, the “limitations” of particu- 
lar laws and of the whole category of economic law. 


II 


The first and primary economic law describes or defines individual 
economic behavior at a moment, in relation to the given ends, means, 
and technology, whatever these may be. Conformity to the principle of 
economic choice need not be thought of as automatic, but rather as the 
goal of effort, or an “equilibrium” to be achieved through experimental 
adjustments. The law is the (abstractly) fairly simple mathematical 
formula for maximizing a function of a number of variables (so related 
as to yield a maximum). Roughly stated in words, any means is to be 
allocated among its modes of use (in view of combining relations with 
others) so that equal small quantities of it make equal additions to the 
total end or result. This result is a composite of kinds of satisfaction; 
the common denominator or unit of quantity may be taken from any 
one kind, its equivalence to others being derived from the individual’s 
reference scale or satisfaction function. The basic, character of this law 
ustifies naming it “the economic principle.’’ Some common confusions 
regarding it may be avoided by thinking of it in relation to the behavior 
oi an isolated individual, a Crusoe, though it applies to any unit in any 
social organization, regardless of its institutional form; even in a dic- 
tatorship or a slave economy, much the same choices have to be made, 
and the principles are the same, whoever makes them. 

A second law of individual economy is also universal, though it may 
be stated as a special case of the first. In the conditions of the world in 
which we live and practice economy, the direct means of satisfaction 
are rarely indestructible agents whose services alone are enjoyed in con- 
sumption; the means themselves are usually worn out or used up—their 
useful properties destroyed. Hence, if the economic level is not to fall 
rapidly, “consumption goods” have to be maintained or replaced, giving 
rise to ““—production”’ in the usual meaning of making things, as distinct 
irom the use and enjoyment of services. Maintenance (including replace- 
ment in whole or in part as conditions may require) is accomplished by 
“diverting” some part of the existing stock of resources to this use, at 
the sacrifice of “current” consumption that might have been enjoyed. 
The same factual conditions carry the possibility of increasing the total 
stock of resources (making more or better, in terms of more or better 
final products) and increasing the total flow of services, through further 
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diversion and current sacrifice. Such action is called “saving and in- 
vestment,” or ‘‘capital creation,” as failure of maintenance is “disin- 
vestment” or “consumption” (or “waste’’) of capital. (The question of 
precise quantitative definitions must be passed over.) The problem of 
maintaining or increasing productive capacity forces every economic 
subject constantly to compare “‘present”’ with “future’’ consumption or 
power to consume (accurately speaking, near future with more remote) 
and to apportion his resources between these two general fields of use, 
as well as among the innumerable alternatives within each. 

Any increment of investment gives rise to a corresponding increment 
of income in perpetuity; i.e., unless and until the process is reversed in 
disinvestment; and since any particular investment makes an addition 
to a productive organization which, under realistic conditions, is con- 
tinuously transformed, there is ordinarily no correspondence between 
increments of disinvestment and previous investment. Under rational 
economic behavior, all units of investment (or capital) in any area of 
economic comparison and choice will yield a uniform rate of return on 
their cost in consumption—the maximum to be secured in the economic 
situation. This rate of yield is perhaps best briefly defined as the rate 
of growth of capital (measured by potential perpetual yield for con- 
sumption) when its entire yield is rationally invested (not consumed). 
The rate of return on investment in any situation determines the rental 
value of all concrete agents, both men and things, to the extent that 
duplicates or equivalents of these can be produced at a cost; this cost 
fixes the momentary cash (capital) value—which may or may not be 
made objective by sale or by capital accounting. There is no general 
difference, in this connection, between what are called ‘natural’ and 
other (artificial) agents; and human beings are in a special position only 
because in free society their values are not formally struck, and invest- 
ment in their rearing and training is especially influenced by ‘“‘noneco- 
nomic’’ considerations. All prices paid in the market for concrete things 
represent the “capitalization” of a future stream of services (rational 
investment makes this value equal to cost, using the same rate of return 
and the rate of return also enters into the prices paid for services al- 
ready received. All this is entirely independent of such transactions as 
lending at interest, or leasing; under economic conditions these two are 
different only in form and are also identically equivalent to partnership 
or other forms of co-operation. 

In view of the necessity for physical production—maintenance, re- 
placement, meliorative transformation, and increase of direct and in- 
direct means of satisfaction—the allocation of resources (proportioning 
of kinds of consumption services) is carried out in many steps. Beginning 
with the composition of consumption itself, most of the direct agents 
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cluding persons) are used in complementary relations, illustrated by 
the mixing and seasoning of food, artistry in dress and surroundings, 
etc. In this case the economic problem combines psychological and phys- 
cal proportioning. (It may be described as technology at its very highest 
evel.) At a next preceding stage, most consumption goods are produced 
complementary combinations of indirect agents, which are to be pro- 
ortioned for economy in accord with the terms on which they are avail- 
able to any subject. And so on; the sequence is an intricate network and 
; ultimately circular, since most goods are consumed in mutually repro- 
lucing one another and man himself is a produced agent of production 
as well as a consumer. The nearest approach in reality to ultimate pro- 
tive resources is found in the concept of capital. This means abstract 
ntitative “capacity,” for producing satisfaction, through embodi- 
cnt in one or another kind of productive agent, including direct or 
onsumption” goods. Concrete agents are quantities of capital, meas- 
ured at the same time by the consumable value they yield and by the 
terms on which all are interconvertible through nonmaintenance (or 
recovery as profit) and replacement. The all-inclusive nature of the 
apital concept needs emphasis, in view of its traditional restriction to 
a special category of “capital goods,” distinguished from natural agents 
and human beings (laborers). It really covers not only all forms of 
“property,” as defined by any legal system, but human beings and their 
apacities, technology, and to some extent even wants (good will). 
it has been found convenient to describe the conditions underlying 
the activity and problem of economic proportioning and apportioning 
terms of two parallel laws, the one psychological and the other tech- 
ological. They are conventionally called the laws of “diminishing util- 
y’ and “diminishing returns.” The former states that as more of any 
rect service (or fixed combination) is consumed, under given condi- 
ns (including fixed quantities of other services), the smaller will be the 
ment of satisfaction derived from a given small increment of the 
continuing to satiation and then “‘disutility’’). The physical law 
ns in the same terms, except that the means are indirect and the 
ita (less indirect) physical product. Usage in the profession calls 
both these principles economic laws, and it would be idle to insist on a 
car logical distinction in general exposition between principles of econ- 
my as such and universal features of the conditions under which 
conomy is practiced. (The two laws also exemplify the contrast between 
ntuitive or a priori knowledge and that based on observation—or pos- 
ibly two meanings of observation.) 
ihe psychological law raises serious methodological problems which 
an only be cursorily noticed here. They center especially in the inter- 
pretation of the conventional word ‘‘marginal,” which is to be under- 
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stood, if not explicitly included. (‘‘Incremental”’ or “differential” would 
be a preferable term.) From the standpoint of action, hence of thought 
as a guide to action, all units of any supply once possessed (or assumed 
“given”) are alike. Men are not supposed to estimate their total state 
of well-being, but only to compare alternatively possible changes. If 
we summate (integrate) all changes beginning with a zero supply of 
a good we reach the supposed paradox or “‘antinomy”’ that the total 
subjective value of an increasing supply reaches a maximum and de- 
clines, to zero and negative values. (One may ponder the abstract utility 
of water to a thirsty man in a desert and one caught in a flood and about 
to drown.) In recent discussion, considerable sound and fury have been 
generated over the proposal to state the “law” in purely proportional 
form (ratio of substitution) relative to a constant (indifference) level of 
satisfaction, and to recognize only “ordinal” variation (ranking) of 
total levels. The issue can be raised because psychological magnitudes 
are not measurable, in any of the numerous meanings of physical meas- 
urement, but only estimated by direct intuition. The proposed treat- 
ment is logically possible, and the mathematical economist who wants 
to work with “satisfaction functions,’ which are not available, will use 
the simplest form of “index function” that will represent the properties 
of the data, real or hypothetical, that he wishes to take into account. 
But there seems to be no question of the validity of the quantitative 
(cardinal) character of satisfaction changes—or anticipated satisfaction, 
or desire or motive, however conceived—and it is clearly useful for gen- 
eral exposition. The defensible alternative to the common-sense view 
would be to ignore psychology altogether and deal with the physical 
magnitudes, which are actually measurable. This “approach”’ has also 
been widely advocated and in part employed; the position raises one 
side of the central problem of the meaning and limitations of economic 
law, as a species under the genus laws-of-behavior, and will be consid- 
ered later. 

The familiar laws of cost and price are valid for an individual economy, 
in isolation or in organized society. (Price is of course an arbitrary ac- 
counting unit for a Crusoe.) The general law for supply is increasing 
cost, of one end-value in terms of another as sacrificed alternative (the 
only meaningful conception of cost). The principle of equilibrium is that 
product units of equal incremental utility shall also be equal in cost 
(be alternative product increments from the same transferable re- 
sources). The fundamental law of cost, fitting the case where all re- 
sources are completely fluid between uses, is merely an inverse state- 
ment of the psychological principle of proportionality; increase of 
output of one product decreases its incremental utility and increases 
that of alternative products through reduction of their output. (Value 
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cost increases for both reasons.) Practically more important as a ground 
of increasing cost is the fact that the mobility of different economic 
agents varies almost infinitely, as does also that of the capital embodied 
in them. In consequence, over humanly significant periods of time, ex- 
pansion of the output of any product (total productive capacity con- 
stant) is effected by increasing the proportions of the more freely and 
quickly transferable agents and more liquid forms of capital, thus bring- 
ing into play the physical law of diminishing returns. 

Within certain ranges of output variation cost typically decreases 
with output, because of improvement of proportions connected with 
liscontinuous variation of size of agents (“lumpiness of factors’). The 
human being is ultimately the most important case. Many physical 
relations, such as the ratio of surface to volume, also cause efficiency of 
structures to vary with their size. In organized society, these phenomena 
raise the question of tendency to “natural” monopoly or competition, 

relation to size and efficiency of the production unit. Two “cases” 
f cost variation in the “unit” (plant or firm) are generally recognized. 
One is called “short-run,” where certain factors are assumed to be fixed 
and others subject to free increase or decrease; the other (“long-run’’) 
assumes all factors variable. For different reasons, both yield a U- or 
hammock-shaped curve. In the one case proportions change first favor- 
ably and then unfavorably; in the other, gains from increased speciali- 
vation predominate at first and later are more than offset by increasing 

sts of co-ordination. A special problem is set by ‘“‘“management,” where 
the role of the human being is different in kind from that of a laborer or 
other productive agent. But the long-run analysis undoubtedly holds, 
with qualifications, so that management cost at first decreases and then 
increases relative to output, as the organization increases in size. 


Ill 


We now turn formally to consider economic law at the social instead 

i the individual level. Here the broadest generalizations root in the 
‘act that all “co-operative” relations may be viewed under the form of 
exchange. (The boundaries of the notion of co-operation itself are 
igue.) We “exchange” what are called economic goods, also dinner 

irties and conversation, friendship and even love, and much of our 

“giving” is informal exchange and may mediate tacit co-operation. (We 
also exchange abuse and blows, and it is hard to distinguish objectively 
between a prescribed punishment and setting a price on the privilege of 
al behavior.) Perhaps the hardest practical problem of definition is 

set by the exchange of obedience for direction, in organized action; 
witness the typical feeling of the employee that the employer or boss 
coerces him by arbitrary power. (But this feeling is common in other 
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relations, and often held by both parties.) Economic theory deals with 
“free”? exchange—which we cannot here attempt to define. On any ex- 
tended scale and under stable social conditions, it leads to the estab- 
lishment of markets and a market organization of production—speciali- 
zation and co-ordination of functions through prices. The mutual ad- 
vantage of free exchange is now a truism among economists, though 
prior to the Enlightenment even the best minds assumed the contrary 
(that any gain by one party is a loss to the other), and the same notion 
is still widely reflected in discussion and in social policy. It is not clear 
whether the principle should be called “tan economic law’’; in any case 
it carries no implication of ideal social justice, since one-sided moral 
obligations may exist where the parties are in widely different circum- 
stances as to needs or resources. The organization of production through 
exchange implies free choice of ends by individuals (or other units), 
hence choice of the modes of using means, hence control over the means. 

A distinction should be made between an “‘exchange”’ organization in 
the literal meaning and a more advanced form in which production is 
carried on by organized groups or “enterprises.’”’ The more primitive 
system, in which the “individual” (or family, the minimum real unit in 
society) produces and exchanges a product, may be called a “handi- 
craft’? economy. In the enterprise form, specialization is carried much 
further; the individual does not make or dispose of a product, but per- 
forms a detailed operation, and other agents are correspondingly special- 
ized in form and use. There are two sets of markets instead of one. 
Individuals buy products from enterprises and sell them productive 
services. ““Money”’ is inevitably employed, but in the ideal adjustment 
pictured by pure theory it is reduced to a token or symbol, without value 
of its own, making purchase and sale equivalent to barter. (Synchronism 
might conceivably be secured through credit on open accounts.) The 
“perfect”? market, of theory at its highest level of generality, is conven- 
tionally described as perfectly or purely ‘‘competitive.”’ But use of this 
word is one of our worst misfortunes of terminology. There is no pre- 
sumption of psychological competition, emulation, or rivalry, and this 
is rather contrary to the definition of economic behavior. Market re- 
lations are impersonal, between persons and goods; and persuasion or 
“bargaining” is also excluded. The nature of a market is simply effec- 
tive intercommunication among buyers and sellers (actual or potential) 
with freedom to make and to accept or decline offers to trade. The 
meaning of “competition” is that they are numerous and act individu- 
ally; ‘atomistic’ is a better word for the idea. 

The “law” of a competitive or atomistic market is uniform price, at 
a level which maximizes mutually beneficial trading. In the ideal market 
economy, all prices and all production will be so adjusted as to equalize 
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all (“marginal” or “‘unit’’) efficiencies, taking as end-values the choices 

individuals under their actual circumstances. The market does not 
tend to equalize between individuals in any sense, and “‘scientific”’ (ex- 
planatory) economics does not make interindividual comparisons. (But 
they are necessary for discussion of most issues of social policy.) The 
equalization or equilibrium described maximizes the advantages of or- 
vanization for each individual, subject to the condition of simultaneous 
advantage (equal in terms of exchange value) to all “other parties,”’ as 
judged by each for himself, and with each using whatever “resources” 
he actually owns or controls (internal or external to his person). Under 
the idealized conditions of pure theory, the internal organization of 
enterprises is equivalent to exchange between individuals in a perfect 
market, and may be ignored. The ideal enterprise might be more or less 
approximated through some form of (democratic) producers’ co- 
operation; in the typical real case, initiative and direction and responsi- 
bility for the result (risk-taking or uncertainty-bearing) are more or 
less concentrated in the hands of an “entrepreneur,” an individual, 
partnership, or corporation who (or which) receives a distinctive “re- 
sidual’’ income called “‘profit”—or, when negative, a loss. 


IV 


lhe occurrence of profit, or loss, is the most general symptom and 
nsequence of “imperfect competition,” due to imperfectly economic 
behavior. Preliminary to discussion of the difficult philosophical aspects 
i this problem, we may pass in review some more mechanical limita- 
tions of the laws of the perfect atomistic market and market economy. 
[he first and most characteristic item is “monopoly,” followed by the 
other members of the now familiar quartet of cacophonous denomi- 
nation—monopsony, oligopoly, and oligopsony. In connection with 
these, the designation of economic law must be assigned somewhat ar- 
vitrarily. Every systematic limitation of a general law is of course an- 
other law of less general scope. How far such a series is to be carried is a 
matter of taste or judgment. I should class the principle of monopoly as 
n economic law, because in some degree the phenomenon is nearly 
universal, and it is entirely in accord with economic behavior on the 
part of all parties concerned, acting on the basis of immediate interest. 
Also because of the importance of monopoly, in an extreme but rather 
mmon degree, for public policy. Monopsony is theoretically similar 
ll profit is in a sense monopoly or monopsony gain) but practically far 
om parallel. Collusion and differentiation between buyers is unimpor- 
tant in comparison with product differentiation and restriction of out- 
put, especially because of the creation of consumer appeal through 
advertising and sales technique, and such “adventitious” features in the 
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product as name, design, ornament, packaging, ‘‘services,”’ suggestion 
or sheer “‘puffing,” etc. The reasons for the predominance of seller in- 
itiative in the enterprise economy, and for accompaniments of the sort 
named, are important but cannot be explored here. Oligopoly and its 
opposite number do not seem to conform to any simple or reliable law, 
and the problem is too complex for brief notice. On the map of real pro- 
ductive organization a typical situation is ‘‘monopolistic competition,” 
a combination of a small degree of monopoly with oligopoly in what 
may be called either an “industry” or “‘a group of industries’’; they 
may show any distribution of profit and loss among the units. The pat. 
tern is further complicated by local monopoly based on transportation 
and other costs, of assembly of materials and distribution of product. 
All monopolies pass over into competition (often “cutthroat” in 
boundary zones. Still further irregularities result from agreements or 
tacit understandings in great variety, affecting prices, product, and dis. 
tribution. 

As suggested above, a common cause of imperfect competition is im- 
perfectly economic behavior. One main cause of this in turn is limited 
knowledge, especially foreknowledge of the physical consequences oj 
acts. (Limited knowledge of ends sets problems of a different order, t 
be considered later.) Monopoly itself, as we have seen, is closely con- 
nected with buyer ignorance of products, often fostered by deception or 
by lures other than true substantive utility—whatever that may mean. 

One of the most important effects of limited knowledge and foresight 
is the painfully familiar and heatedly discussed phenomenon of un- 
planned and unwanted expansion and contraction of production, in 
particular industries and in the aggregate, associated with changing 
prices and price relations. These changes are themselves a leading sourc 
of profit, and loss. The basic fact underlying such more or less regular 
and cyclical movements is that, because of men’s imperfect foresight, 
consequent adjustments lag behind their causes; this leads presently t 
overcompensation, and reversal and repetition in opposite directions 
alternately. The same facts might cause considerable oscillations in the 
activities of a Crusoe, with loss of efficiency; but they would hardly 
approach ‘‘unemployment” of resources. Certain features of behavior 
under the price organization greatly accentuate maladjustments. Cor- 
rect planning of production by any unit calls for knowledge of future 
prices, and these depend on what others are going to do. To follow 
current prices would be disastrous, and market speculation is a crude 
mechanism for establishing reliable “futures” quotations. Accurate fore- 
casting would be theoretically possible only through all-around collu- 
sion, which is incompatible with market organization. The majot 
maladjustments center in the allocation of production between rela- 
tively permanent investment and current consumption. They at 
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tiplied by the speculative transfer of wealth holdings between real 
soods of various kinds and money (“hoarded” cash—with dealings in 
onetary Claims in an intermediate role) as owners expect rising or 
ling prices. Hoarding and dishoarding affect prices so as to inhibit or 
imulate investment, which reacts in the same direction upon con- 
imption demand. These speculative movements are peculiarly self- 
timulating and cumulative—instead of self-limiting and equilibrating. 
When men are really speculating on changes in the general price level 
their operations are especially characterized by an “irrationality” com- 


stimulates conduct which brings about the expected change (hoped for 

r feared); and rising prices stimulate buying—and ‘“‘real” investment, 

nstruction, etc.—and conversely. The tendency operates within limits, 
but in this case the ‘‘normal” or equilibrium position is vague and the 
extent to which conditions may diverge from it before reversal are cor- 
respondingly great. Practically all economic responses are more or less 
culative; and the resulting tendency to set up oscillations affects 


( 
I 


practically every variable in a system. It may be regarded as an eco- 
nomic law, superposed upon and qualifying the more general one of 
movement toward equilibrium. 
The recognized limitations of our knowledge of nature have as an 
portant consequence economic activity in which means are used to 
extend knowledge, with a view to improving technique. This is a form 


i investment, though the gain to the investor tends to disappear by 
iffusion, and he must expect to recover the cost, with enough profit to 
nduce him to make the venture, before this happens. The type includes 
ll explorative and experimental activity, from surveying and probing 
the earth to physical, chemical, and biological research, and contriving 
nd testing devices, processes and patterns of organization. The essen- 
al feature of such activities is that they are problem-solving, which 
means that the result can never be fully predicted in advance. Yet pre- 
tions are made, they have all degrees of validity in the individual 
ase, and the principle of averages is applied to reduce error and risk, 
n spite of the theoretical difficulty that cases are unique and classes 
rrespondingly unreal. Insofar as behavior is directed by knowledge, 
or belief, which is affected by error, the fact is a “limitation” on pre- 
lictability and scientific law. Economic laws describe what men try to 
io rather than what they actually do; and even the former statement 
ust be largely qualified because of the limited reality of given ends—to 
cussed later. The ideal or limiting case of pure economic theory is 
mpossible, self-contradictory; if behavior is perfectly economic it is not 
onomic, but a purely mechanical response. 
A serious limitation of economic laws from a scientific point of view 
their highly abstract character. They run in terms of kinds of satis- 
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faction and kinds of things and their uses. Even if true they convey no 
information about the actual economic life in any situation—the means 
or ends or modes of using means—but only state relationships inde- 
pendent of content. In a complex and changing society, it would be 
impossible to make an accurate list under any of the three heads; and 
if one should make a list of wants in common-sense terms, and a list 
of means of satisfaction, there would be little or no correspondence 
between the two. 

Critical scrutiny reveals yet more sweeping limitations of “theory,” 
which assumes at least that there are concrete means, methods, and 
ends, which are really given, and in relation to which the state of equi- 
librium is described. Of the three sets of data, the means perhaps come 
closest to fitting the specification, for a particular subject at a particular 
moment; but even here there are reservations, since personal capacities 
cannot be sharply separated either from technology or from wants. 
Equilibrium is defined as a hypothetical “stationary” state that would 
be established if all the given conditions remained unchanged for a suf- 
ficient length of time. Since these framework conditions are in fact con- 
stantly changing, it is better thought of as a “moving” equilibrium, 
corresponding to the framework conditions (“independent variables” 
of the moment but differing markedly from the actual state of affairs, 
The more general principles are valid under changing conditions, and 
in most respects equilibrium would be realized empirically if all changes 
were correctly foreseen (far enough) by economic subjects. The last is 
still true, under suitable organization conditions, if a probability dis- 
tribution for all kinds of change is known. But in fact, changes due to 
natural and historical causes are highly unpredictable, even on the 
average and in the long run; and the effects of investment are even theo- 
retically unpredictable, for reasons already explained. The concrete con- 
ditions of any economic situation are always the product of “history,” 
a mixture of nature, culture, and more or less deliberate and intelligent 
human action in the past. It is questionable whether history should 
be called a “science” or said to yield laws; and in any case these are to 
a small extent assimilable to economic laws. As pointed out above, if 
we picture economic activity purged of its problem-solving character, 
hence of error and uncertainty, either by reduction to an unvarying 
routine or through giving the subjects omniscient foresight, it will be 
an unconscious process and not economic, or only so in the sense in 
which we apply the term to plant life. 


V 


These reflections bring us to the most serious category of limitations 
of economic theory and its laws. Worse than ignorance of means anc 
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their uses, or ignorance of “real’’ ends, is the evident fact that men do 
not really want accurate foreknowledge of the results of action, or want 
definite ends, or even in general want their wants satisfied. It has 
been observed that an irrational passion for dispassionate rationality 
would take the joy out of life, and complete satisfaction would clearly 
mean death. If a subject is to behave so as to maximize some magnitude 
such as “‘satisfaction,” this must be quantitatively dependent on the 
means used and their mode of use; if it is to be done consciously the 
functional relation must be known; and insofar as action has to be 
planned ahead in time, the function must either be stable or its changes 
must be expressible by making its parameters known functions of time. 
But reflection shows that our conscious economic behavior fits these 
specifications only with important restrictions. Human interests are in- 
herently explorative and experimental; we act largely to find out what 
we do want—or to effect or prevent change as such, not any particular 
change—or to conform to abstract ideals, to create or develop taste, or 
from pure curiosity; we work at problems with no thought that the 
result will make any difference in our lives if we get it, and expecting to 
forget the whole matter when success is achieved or the project given 
up. The concept of the economic man, or of instrumentally rational 
behavior, is valid and important, but only within limits set by these 
considerations, and others of a similar character: The economic man 
neither competes nor co-operates; his transactions with others are “im- 
personal,” hence are not truly social, or human, relations. The perfect 
market would be one worked out through coin-in-the-slot machines, 
without human contact. Outside of his economic relations, the human 
being is devoted to family and friends (and avoids or contends against 
those he dislikes); inside them, as an economic man, he has no feelings, 
neither gives nor asks, commands nor obeys; he never plays, excepting 
perhaps solitaire, and in fact does not work, either. 

What men really and finally seek in life is not so much particular 
nds as interesting action and experience; and a more realistic picture 
i the motives of economic pursuits is to be had from reflection upon 
play than upon utility curves or satisfaction functions. In play, the 
means-end relation is reversed; the objectives are set up arbitrarily or 
accidentally and are nothing in themselves; they are ‘‘means”’ for mak- 
ing the activity interesting. The interest or value of a game is not a 
“function” of the extent to which any one achieves his objectives, 
though there are both positive and negative relations. It depends on 

many other facts and conditions, some too subtle for any formula. In 
particular, unpredictability, or ‘‘luck,” is essential to the interest, along 
with ‘‘capacity,” but in a sense prior in importance; games of pure 


chance abound, but a game of pure skill, or strength, or intelligence, is 
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a contradiction in terms. (A perfectly intelligent man could not play 
chess—nor poker, nor dice, if the concept is taken rigorously, implying 
either perfect foresight or exhaustive knowledge of probabilities.) 0j 
the nature of play is the reality of economic life. The ends are largely 
symbolic, of such purely formal interests as curiosity, success, progress 
toward “perfection,” social conformity or distinction. We are “keeping 
up with the Jones’s,” or keeping them from keeping up with us. The 
play pattern is highly important for ethics and policy problems, notably 
as opposing or qualifying the ideals of “giving” and equality. Such ob- 
jective (nonsymbolic) reality as concrete ends have in civilized life js 
chiefly aesthetic in a very inclusive sense (not overlooking humor) and 
the content of ends is in large part conventional and an accident of the 
culture situation. This is true of our wants for food, clothing, and shelter. 
of sex and family life, and more so as we move up the scale into th 
higher or more spiritual interests. These facts imply that the concret: 
reality of economic behavior must be studied in its particular social 
context, and this in turn studied in terms of its history. 

The course of the argument should have made it clear why it is im- 
possible to make a complete or definite list of economic laws. The nearest 
approach would be a translation into words of some of the various sys. 
tems of simultaneous equations set up by the mathematician-economists 
No clear distinction can be drawn between principles of economy as 
such and generalizations respecting the conditions or the situation in 
which men practice economy. Further, as this fact implies, laws have 
every degree of generality, from the universal to the unique case. And 
finally, and most important, the economic aspect of conduct is only on 
basis of generalization, and it is but vaguely separable from other as 
pects. It will also be clear how easy it is to make the assumptions 0! 
economic theory, and its “laws,” appear absurd. Whatever an indi 
vidual does is “‘assumed” to express his interests at the moment and t 
“maximize” his well-being in terms of them and under the circumstances 
—abstracting from predictive error. But since interests, and knowledg 
or belief, notoriously change, and often capriciously, the conditions 
which serve afterward to explain any past action will not fit futur 
behavior. So, it is natural to ask, ‘‘What is the use?” From a scientil 
point of view, it seems fallacious to treat motives as data and use them 
for causal explanation. They seem to be, if not unreal, at best uncertail 
inference from behavior, which alone is directly observed; hence the 
form a distinct problem to be dealt with after behavior is explaine 
The “Occam’s razor” principle is cited as telling us to ignore ment 
states, observe and measure responses to situations, and find such regu: 
larities as we can—in short, to write economics in ‘‘behavioristic’”’ terms 
And the same method would be used on a wider scale to study historic 
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backgrounds and comparative cultures, as far as such study is feasible 
and fruitful. 

The reply to this plausible argument is that it just cannot be done, 
or must be auxiliary to other procedures. Men cannot think and talk 
about themselves and their fellows as if they were all merely inanimate 
mechanisms or plants. In fact, we are forced to interpret the lowest 
organic life in terms of function, a teleological concept, though we also 
study its behavior and physiological processes as physical and chemical 
phenomena. Even in physics, we inevitably use the notion of force, 
which is logically superfluous, in the same way as motives in the treat- 
ment of conduct. Force, indeed, does not cause the same difficulties, 
because it is known only by inference from its observed effects and meas- 
ured by them, hence the correspondence must be exact, while of motives 
we have more direct knowledge, revealing discrepancies with conduct, 

to error. A behavioristic economics, however, would be a paradox; 
nce efficiency is a value relation, the elimination of this notion would 
lestroy the distinction between economic and other behavior, and leave 
the name ‘‘economics”’ without meaning. And there is another difficulty, 
more important in a scientific view. The essence of science is generality; 
and social psychology tells us (as does common observation) that the 
feeling side or core of conduct is substantially universal in men, while 
both the situations in which particular drives to action arise and the 
behavior they occasion are infinitely various. A trifling circumstance 
nay destroy a desire, or convert it into an aversion, or completely 
change the channel through which satisfaction is sought, without ma- 
terlally affecting the whole structure of desire and satisfaction. This 
iact does, indeed, seriously upset the use of motives for predicting be- 
havior; but unfortunately, it likewise invalidates predictions based on 
the previous behavior sequence itself. And we do have some knowledge 
conscious interests and their relations to situations and to re- 
mses, which has considerable predictive value and is imperatively 
sed in interpretive thinking. 

Such considerations force us back to the common-sense view of recog- 

zing “economy” as a universal principle of rational action and ex- 

hange, and co-operation and competition as universal elements in social 
liie. Economic laws, running in terms of means and ends, and meaning 
more than cause and effect, are merely a careful formulation of indubi- 
table facts about these phenomena. As we observed at the outset, the 
reality of desire and satisfaction, and their general pattern of variation, 
are as well known as the axioms of arithmetic or the basic principles of 
mechanics. And critical examination of the negative reaction of the sci- 
entific mind to the notion of economic laws makes it clear that we must 
accept and use the principles of economy and exchange, in spite of our 
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craving for conceptual simplification. (Some more or less arbitrary 
bound must in any case be set to this urge, unless we are to become 
either skeptics or mystics.) 

The reality of economy and its principles, as more than cause-and- 
effect or historical inevitability, does not, however, invalidate or re- 
place the latter. As we have observed before, conduct has various 
aspects, not easy to separate, or to interrelate clearly. Purposive action is 
unthinkable in a vacuum; it means working with and utilizing (hence 
modifying) a substratum of natural and historical process, governed in 
the main by scientific law. To minds living in this natural-scientific age 
the idea of economic law being limited by causality seems like an inver- 
sion; the question is rather how far, if at all, problem-solving activity, 
affected by liability to error, can interfere with or “‘limit’’ a predestined 
natural course of events. 

However, as our argument should also have made clear, there is an- 
other side to the notion of limitations of economic law. Another cate- 
gory, or perhaps several categories, of limitations come in from the op- 
posite direction, as we may say, from supereconomic aspects of conduct, 
in contrast with natural or historical process as subeconomic. Man is 
distinguished from physical objects by “civilization” and by problem- 
solving intelligence. But intelligence includes much more than instru- 
mental rationality. In particular, it confronts and solves problems in 
the selection of ends as well as of ways of using means to achieve given 
ends. The problem of ends is treated in the philosophy of values, com- 
monly classified as goodness, beauty, and truth. It includes, also, the 
explorative interests and play, fun and “‘aimless”’ sociability, finally as 
important as the “‘serious’”’ values. These supereconomic considerations 
are necessarily basic in all discussion of social policy, the ultimat 
ground of most of the significance of the study of economics. 

This science, or discipline, grew up as “political economy”’ in and 
along with liberal civilization, in the period of the Enlightenment. Under 
liberal institutions the organization of the use of means is worked out 
primarily through association by free mutual consent and particularly 
through free exchange of goods and services in markets. The liberal 
social order rests on the ethical principle that, as far as possible, each 
person is to be the judge of his own ends, meaning that ends are not 4 
problem for law and the state. The functions of government should be 
restricted to policing against force and fraud, enforcing general rules 
and providing ‘“‘public works,” of a noncontroversial character. But the 
ideal of the autonomy of the individual is subject to more limitations 
than the founders of liberalism realized, and these become more ant 
more extensive as the scale of economic organization grows and ine 
quality in ownership of resources and in other respects grows with it. 
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[he scope of public economic policy is correspondingly extended, and 
discussion of such questions makes sense only in the light of judgments 
of approval and disapproval based on superindividual norms. The 
method of free co-operation through “atomistic” exchange becomes 
increasingly inadequate and has to yield to group action and group de- 
cision through agreement on what motives ought to be and how they 
ought to be expressed in conduct. Social life depends more and more on 
a consensus with respect to values or purposes that lie beyond ends 
defined by the psychological fact of desire, much as given ends lie be- 

md mechanical effects of causes, in a series of conceptual forms. 

The problem of economic law is finally that of the relations between 
different aspects or views of conduct, the issues which underly the his- 
torical controversy over methods or approaches in economics. Basic at 
any point in time and space is undoubtedly the physical behavior mech- 
anism of stimulus and response. Certain products and manifestations of 
behavior, separated out less by logic than by tradition or accident, may 
be studied inductively, through statistics of prices and quantities of 
things bought and sold, and this may be called ‘‘economics,”’ without 
definite reference to the idea of economy as a principle of interpretation. 
But such content cannot be universal or stable. In any comprehensive 
view conduct must be related to culture history and to ends, and to 
ideals or values beyond ends. Social psychology and ethics and aesthetics 
force themselves into the picture because men are actually as much con- 
cerned about wanting or appreciating the “right”? things—in innumer- 
able meanings of the word—and having others do so, as they are about 
getting things they actually want. Economic laws in any very strict and 
distinctive meaning are reached through isolating by abstraction a par- 
ticular aspect of conduct and ignoring much that is quite as real and 
mportant: The economic view is also important, intellectually and prac- 
tically, but we must not make applications that disregard other and 
equally significant considerations. Account must be taken of all views or 
approaches, in their proper relations and perspective. 


ary 

yme 
ind- 

re- 
10us 

is 
-nce 

d in 

age 
ver- 
vity, 

ined 
an- 
~ate- 
‘op 
luct, 
an is 
lem- 
stru- 
ns in 
riven 
com- 
the 

ly as 

ti 
| and 
Inder 
out 
lari 
ibera 
each 
not 4 
ld be 
itthe 
ations 
e and 

1 ine 
ith it. 


THE IMPACT OF THE GREAT DEPRESSION 
ON ECONOMIC THINKING 


By CLARENCE E. AYRES 
University of Texas 


In discussing the effect of the depression of the thirties on economic 
thinking, I am going to confine myself to the so-called ‘Keynesian 
revolution,” for two reasons. In the first place, this movement coincides 
so closely with the Great Depression as to make a prima facie case for 
causal relationship of some sort. To be sure, none of the constituent 
ideas of the new theoretical pattern is itself a novelty. But the sudden- 
ness with which the pattern developed in the early thirties, the extraor- 
dinary rapidity with which it gained adherents, and the amazing re- 
sponse which was extended to The General Theory of Employment, 
Interest, and Money, all point to a shift of conviction and attitude of 
such a magnitude as to be inexplicable except in terms of a disturbance 
of comparable magnitude. 

My second reason for concentrating on this impact is its superlative 
importance. The Great Depression has had many effects. But in the 
field of ideas no other is comparable to this one. As the common use of 
the expression, ‘‘the Keynesian revolution,” goes to show, this fact is 
now generally recognized. Thus Sir William Beveridge speaks of “‘a new 
era of economic theorizing” having been ‘‘inaugurated by the publica- 
tion” of The General Theory. There can be no question of the importance 
of that book. No economic treatise has enjoyed such a reception since 
the publication of The Wealth of Nations. Nevertheless we do not credit 
the classical way of thinking to the sole agency of Adam Smith, and 
doubtless Lord Keynes would be the first to insist that we should view 
his work in a similar perspective. As everybody knows, the movement 
which is now commonly identified with his name was in full swing before 
the appearance of The General Theory. The author of that book, whom 
I shall henceforth identify as J. M. Keynes after the example set by Sir 
William Beveridge, has provided us with a number of striking phrases: 
“the marginal efficiency of capital,” “the propensity to consume,” and 
the like; and these expressions now occur with amazing frequency 
throughout the current literature of economics. But I doubt if we shall 
understand the impact of the depression if we define our project in such 
terms. The Keynesian deviation has split the ranks of economists on a 
scale larger than that of any division since the time of Adam Smith 
because it cuts deep into the basic preconceptions on which all economic 
thinking rests. I venture to doubt whether even Marxism cuts as deep. 
What is now going on is a revolution in economic thinking comparable to 
the Darwinian revolution or even perhaps the Copernican revolution. 
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Catastrophic as they were, the events of the thirties could not have 
been the sole cause of a movement of this character. Doubtless that 
depression was uniquely educational. Doubtless, for example, the satu- 
ration of frontier regions in America and throughout the world threw 
mass unemployment into bolder relief than was ever the case before. 
Perhaps the open economic warfare of the period, sharpened as it was 
by world political chaos, emphasized the physical facts of overproduc- 
tion. The decline of competition similarly spotlighted price rigidity and 
curtailment of output in the industrial field and the contrasting plight 
of agriculture. Meantime the development of central banking made the 
accumulation of excess reserves more conspicuous than ever before. It 
is also true that our educational facilities—statistical services, research 
institutes, and the like—were more nearly adequate to the pedagogical 
task than was the case on any previous occasion. The Federal Reserve 
Board index of physical production had its first depression workout, 
and studies such as the Brookings Institution’s series on America’s Ca- 
pacity to Produce, America’s Capacity to Consume and The Formation of 
Capital were widely read and unquestionably made a deep impression. 

Nevertheless two considerations make it difficult for us to regard the 
Keynesian revolution as the direct result of these specific causes. One 
is the fact that none of these conditions was altogether new or even 
newly discovered, and the other is the difficulty of tracing the new 
trend of economic thinking to any particular discovery or insight. One 
of the most puzzling discoveries of this period has been the rediscovery 
of forgotten heretics. As we now see, they have been both more numer- 
ous and less misguided than we had supposed. I am especially impressed 
by the frequency with which businessmen have appeared in the role of 
heretic. Perhaps the most vocal heretic in the decade preceding the 
depression was Mr. Waddill Catchings. It was a businessman who set 
J. A. Hobson on the path of heresy. Then, too, there is the case of 
Silvio Gesell. Professor Gordon Hayes has recently reminded us of the 
Boston attorney, Uriel H. Crocker, who published a little book in 1884 
entitled, Excessive Saving a Cause of Commercial Distress. There is even 
something very suggestive in the “fear of goods” from which, as Pro- 
fessor Heckscher shows, the mercantilists suffered, with its accompany- 
ing belief ‘that unemployment was an effect of the surplus of goods” 
and eagerness for a perennial excess of exports over imports as a means 
oi avoiding the dire threat of abundance, all of which “went back at 
least to the middle of the sixteenth century, and, from its beginning was 
connected with the need for employment.’” This record, I believe, 
could be made continuous, and what it would show is that every now 


‘pending, Saving, and Employment (New York, 1945), pp. 148-152. 
* Mercantilism, Vol. II, pp. 121, 122. 
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and again businessmen have responded to realities of the economic 
process. 

But isolated observations and fragmentary insights have not led to 
a general theory precisely because they were fragmentary and isolated, 
In this connection I am reminded of the anomaly of Hobson and Veblen. 
The inability of these two social philosophers to understand each other 
has puzzled me for years. For not only were their ideas mutually com- 
plementary; if they could have been put together they would have an- 
ticipated the thinking of the thirties and even, I think, have gone 
beyond our present position. But Hobson was completely impervious 
to Veblen’s principal idea. Even after his adoption of Mummery’s un- 
derconsumption heresy, he could still assimilate Sombart’s essentially 
pecuniary theory of the evolution of capitalism, and this interposed a 
fatal barrier between his conception of the flow of income and Veblen’s 
conception of economic progress which, as I shall try to show, might 
have been the foundation of a general theory of income and economic 
progress. Veblen likewise suffered from a fatal astigmatism. He failed 
to see the significance of underconsumption. One of his earliest essays 
was a reply to Professor Hayes’s friend, Uriel Crocker. It was a highly 
instructive failure, and I shall therefore come back to it later on. But 
at the moment my only point is the impossibility of accounting for the 
intellectual revolution of the thirties in terms of any particular incident, 
financial or intellectual. Recent developments have vindicated J. A. 
Hobson and his fellow heretics, but the present revolution is not their 
doing. The coincidence of the new era of economic theorizing with the 
great depression is too striking to be set aside, but no clear connection 
can be traced between any particular economic reality and the general 
theory which has been emerging at this time. 


Apparently something had already happened to the economic think- 
ing of our generation before 1930—something less obvious than open 
criticism of previously accepted dogma or open acceptance of long 
familiar heresy, but something pervasive enough to render a great many 
professional economists and a large part of the literate public susceptible 
to the promptings of events which would otherwise have had no effect 
on economic thinking. This ripening, whatever it was, must have been 
largely unperceived; otherwise we should now be in no doubt of its 
identity. It must also have been very general; otherwise it could have 
had no such general effect. At the same time it must have borne directly 
on just such events as those the thirties ushered in. Otherwise how could 
those events have impacted on our economic thinking as they unques 
tionably did? 

This can only mean that some very general and considerable change 
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was going on for some time prior to 1929 in the region of the basic pre- 
conceptions upon which all economic thinking rests, or even in the region 
§ the social attitudes and apprehensions of which such postulates are 
the rationalization. That is, it must have transpired somewhere below 
level of abstraction on which for the most part economic analysis 
ww takes place. The problem is how to penetrate to this subliminal 
region. In the effort to do so, and at the risk of seeming to recapitulate 
the obvious, but fortified by Professor Hayek’s recent example, I shall 
therefore ask, as he does: What is our basic problem? What are the 
issues to the resolution of which all economic analysis is addressed? In 
his recent article Professor Hayek gives the following answer: the prob- 
, he says, is that of “chow to secure the best use of resources known 
to any members of society, for ends whose relative importance only 
these individuals know.’ This is, of course, a clear and succinct state- 
ment of a proposition which enjoys wide currency at the present time. 
As such it seems to me to be a highly sophisticated expression of current 
habits of thought. Surely its essentially static character, which seems 
almost to imply the qualifying phrase, “at any given moment,” can 
only be a projection of the equilibrium analysis which has resulted from 
the efforts of several generations of economists to understand and dem- 
onstrate the functions performed by the price system, with which, in- 
deed, Professor Hayek is explicitly concerned, in this article. But 
wherever it may end, surely economic thinking does not begin with 
price equilibrium. Surely it begins with matters that were insistently 
present to the naive apprehensions of men who had not yet begun to 
think in terms of the allocation of scarce resources. 

It seems to me that two such matters were so present, and I am in- 
terested to find both clearly stated in a recent article by Professor von 
Mises. One is the matter of economic growth. When Professor von Mises 
says, as he does in his recent address to the American Academy of 
Political and Social Science, that “the only means to increase a nation’s 
welfare is to increase and to improve the output of products,’ he has 
stated a proposition with which I should expect every economist to 
agree. In contrast to Professor Hayek’s dictum, this proposition is virtu- 
ally timeless. It might have been quoted from the literature of a century 
ago, or two centuries ago, or even three or four. Even when a nation’s 
economic welfare was identified with its stock of precious metal, the 
means of increasing that stock was understood to be the increase and 
improvement of its output of products. 

To be sure, awareness of and concern about economic growth do dis- 
tinguish modern from medieval society. Therein lies the importance of 


he Use of Knowledge in Society,’’ American Economic Review, Sept., 1945, p. 520. 
ital S peeches, May 1, 1945, p. 442. 


ic 

to 

m- 
in- 
ne 

in- 

lly 

la 

n’s 

rht 

led 
ays 
hly 

the 
nt, 

A 

th 
eral F 
ink- 
ype! 

} 


116 AMERICAN ECONOMIC ASSOCIATION 


economic growth. Surely it is one of the two basic facts that gave rise 
to economic inquiry at the very dawn of modern times and still con. 
dition it today. The other, I think, is the fact of economic inequality, 
When Professor von Mises says, as he does in the sentence preceding the 
one I have just quoted, “‘all that good government can do to improve 
the material well-being of the masses is to establish and to preserve ap 
institutional setting in which there are no obstacles to the progressive 
accumulation of new capital and its utilization for the improvement oj 
technical methods of production,” some of his phrases rattle the bone 
of controversy. But if he were to state the issue as one of an institutional 
setting that imposes no obstacles to the growth of industrial plant and 
the improvement of technical methods of production, all would agree. 
The questions are: What institutional setting does this? Does that oj 
capitalism do so, or does it do precisely the reverse? 

In stating the problem in this way Professor von Mises seems to be 
in exact agreement with J. M. Keynes. For both, the central problem 
of economics is that of the relation between economic inequality and 
economic growth. This is the issue with respect to which the old way of 
thinking and the new reach precisely opposite conclusions. Professor 
von Mises has stated one of these very clearly and succinctly in the 
following sentences: ‘“‘The inherent tendency of capitalist evolution is 
to raise real wage rates steadily. This outcome is the effect of the pro- 
gressive accumulation of capital by means of which technological 
methods of production are improved. Whenever the accumulation oi 
additional capital stops, it comes to a standstill.’ This is the position 
which J. M. Keynes identified in the second paragraph of the concluding 
chapter of The General Theory as “the belief that the growth of capita Hpexp 
depends upon the strength of the motive towards individual saving ané 
that for a large proportion of this growth we are dependent on the say- Hits 
ings of the rich out of their superfluity.”’ Keynes’ own position is 
course the opposite of this, and is stated on the following page in thes 
sentences: “Thus our argument leads toward the conclusion that in con Ht | 
temporary conditions the growth of wealth, so far from being dependent ult 
on the abstinence of the rich, as is commonly supposed, is more likely Bp ta 
to be impeded by it. One of the chief social justifications of great i 
equality of wealth is, therefore, removed.” hig 


The field of argument by which these two positions are divided is ! 
course that of the income pattern. That is, both ways of thinking regaré 
the flow of income as the causal link between the social structure and tht 
process of economic growth. According to both, this process may 
impeded or accelerated by the occurrence or removal of constrictions 2 pro; 


5 Loc. cit., p. 443. 
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the flow of income. They differ most specifically with regard to the lo- 


> rise 
con- cation of the critical point. According to one, the point at which the 
lity. HEP flow of income is most liable to be deficient is that of saving, or capital 
g the accumulation. According to the other, it is that of outlay, or offsets to 
srove [EEE saving, with some difference of emphasis on investment and consump- 
ve an [ee tion. Obviously this emphasis is what has led to the identification of the 
Ssive latter point of view by such tags as those of ‘‘oversaving”’ and “under- 
nt of ee consumption,” and to the now universal adoption of the Marxist tag of 
pones “capitalism,” at least in common usage, to identify the former. 
ional In their attempts to resolve this controversy by establishing what 
t and (ee actually happens to the flow of income, economists have lately engaged 
gree, in microscopic analysis of the details of saving, investment, and con- 
\at of ee sumer spending. But the belief in the dependence of economic growth 
upon the accumulation of funds did not originate in any such analysis. 
to be It did not even originate in a theory of saving and investment. On 
yblem various occasions J. M. Keynes has referred to what he regards as an 
y and ME) implicit belief on the part of classical economists generally that aggre- 
vay of ee gate savings and aggregate investment are necessarily equal. Consider- 
fessor (Me ing this idea within the frame of reference of the income pattern he has 
in the Me attributed it to the presumption that “every act of increased saving by 
ion is an individual necessarily brings into existence a corresponding act of 
e pro- creased investment.’ But the virtual identity of saving and invest- 
ogical ment was not a scientific discovery at which economists arrived in 
ion of Me consequence of detailed analysis. It was, as J. M. Keynes has said, a 
)sition Je Lelie, implicit in subsequent analysis in the quite literal sense of a prior 
luding conviction to which subsequent analysis as a whole gave intellectual 
‘apital expression. 
1g and [hat prior conviction preceded and conditioned the concept of capital 
e say: itself. How this happened is suggested in a very remarkable article, 
) is of MPwritten only a short time before his death, by Professor Edwin Cannan. 
. these HP He began by pointing out that the concept of capital gives expression 
n con- to the attitude of individualism which has underlaid the commercial 
sndent MM culture and conditioned it at every point. In effect he attributed the 
-Jikely HP traditional doctrine of capital to a confusion of the personal with the 
eat in: J ™personal aspects of economic process by what Professor Whitehead 
might have called the fallacy of misplaced generality: ‘Thus in regard 
-#® ‘0 capital and the heritage of improvement, the economists worked out- 
d iso! HMwards from the individual to the nation and society, rather losing in- 
regare MMS terest as they went, without testing results by working backwards from 
nd the HFsociety to the individual, and the consequence has been that capital, 
nay bt Munduly glorified, has been allowed to usurp the place which should 
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properly be occupied by the heritage of improvement, to the great detri- 
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ment both of economic theory and of public policy.’’’ Since this con- 
fusion still persists, Professor Cannan’s scolding is deserved. But he 
must be presumed to have known that it did not originate with the 
present generation and that this makes a great deal of difference. Obyj- 
ously the conclusion reached by any such transformation of particulars 
to universals must be greatly affected by what the particular is that js 
so transformed; and equally obviously the particulars of five centuries 
ago were significantly different from those of the present day. 

We have only to imagine this error as being made at the present time 
to see how different the case would be. What appears at the individual 
level in this case is now clearly seen to be the exercise of authority. In 
the institutional setting of capitalism the “activation” of any given en- 
terprise depends upon command of capital funds; and since this is so, 
the procurement of funds is the critical necessity for all individual busi- 
nessmen and firms, everywhere and always. Obviously the possibility 
of an enterprise being undertaken also depends upon scientific know- 
edge, the state of the industrial arts, and the pre-existence of industrial 
plant capable of sustaining such an enterprise. But it is evident to al 
beholders today that this is dependence of quite another sort. The indi- 
vidual enterpriser who is seeking the funds necessary to float his project 
has already taken account of the physical possibility of the proposed 
enterprise and therefore of the technological circumstances which make 
it physically possible. No one could be so misguided today as to suppose 
that what makes an enterprise physically possible is the extension of 
funds. Under the institutions of capitalism the provision of funds, on 
specified conditions and at specified rates, makes the enterprise possible 
in a sense that would now be clearly recognized as political; that is, it 
is an extension of authority to proceed. 

This is what would be universalized if economic reasoning were to 
generalize from the individual case as it is understood today. The ag- 
gregate of funds available for investment would be clearly distinguished 
from.the advancement of science, the state of the industrial arts, and 
even from the totality of existing industry which previous investment 
might be presumed to have made possible. The political, that is to say 
authoritarian, character of funds would be no less apparent in the ag- 
gregate than in the particular case. 

Under these circumstances it seems very unlikely that invested funds 
would ever have been identified with the physical instruments of pro 
duction or that interest on invested funds would have been identified 
with the so-called “earnings” of those physical instruments. The cost 0! 
obtaining official consent to conduct an enterprise might perhaps be 
reckoned as one of the costs of the enterprise, much as taxes have come 


7 “Capital and the Heritage of Improvement,’’ Economica, Nov., 1934, p. 381. 
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to be so reckoned. But nobody, not even Professor von Mises, now sug- 
vests that a benign government is a factor of production or that the 
expenses of the benign sovereign are one of the economic costs of pro- 
duction, in amounts that might perhaps be measured in units of mar- 
vinal benignity. The power represented by the aggregate of funds differs 
only in being an aggregate. 

All this would be quite evident today in the absence of previous 
theoretical commitments. In particular it would be obvious that the 
aggregate of economic power, like the aggregate of all power, is of in- 
definite magnitude. Consequently the belief to which J. M. Keynes 
refers could never have arisen under present circumstances. The funds 
from which that aggregate is formed derive in part from savings; but 
they also derive from a variety of other circumstances, and their value 
both as a source of income and as an instrument of power impels their 
accumulation in amounts that have no direct relation to the volume of 
real investment, present or expected. It would be utterly fantastic to 
suppose, under the circumstances known to us today, that every act of 
increased saving by an individual necessarily brings into existence a 
corresponding act of increased investment. 


This can only mean that present-day theoretical difficulties such as 
those underlying the Keynesian revolution owe’their origin to the cir- 
cumstances of another day. It is not my business in this paper to try to 
resolve a major theoretical confusion, nor to try to trace its sources. 
But it is necessary to try to see the nature of the problem and to 
identify the process of its development, since that process must have 
conditioned the impact of the recent depression, which therefore cannot 
otherwise be understood. To my mind the explanation of the impact of 
the depression upon current economic thinking lies in the very great 
difference between present-day circumstances and those of five centuries 
go, and also in the very considerable change our economic thinking 
nad already undergone before the onset of the depression. 

As Professor Cannan would surely have agreed, the individual case 
which was projected to the societal level so as to affect the traditional 
conception of capital was very different from the sort of thing we know 
today. That conception was fully formed long before the emergence of 
classical theory as a coherent body of ideas, and what it embodied was 
the pattern of business activity at the dawn of modern times. At that 
time no clear distinction was drawn between savers and investors be- 
cause such a distinction scarcely existed in fact. The accumulator of 
capital funds was himself the investor and the active participant in the 
enterprise which his grant made possible; and since accumulation oc- 
curred very largely if not altogether in the form of a physical accumula- 
tion of bullion, not only were capital funds confused with capital equip- 
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ment, real wealth was confused with money. Indeed, these circum- 
stances suggest strongly that our present-day confusion of saving and 
investment is in literal truth an echo of the most egregious error of the 
mercantilists. 

But this is not the whole story. Along with these positively condi- 
tioning circumstances there went a still more general deficiency. Even 
if individual experience still failed to suggest a distinction between 
grants of funds and other factors of production, it is unlikely that 
present-day thinking would tolerate a theory of economic development 
along pecuniary lines. What makes it impossible is our present general] 
awareness of the identity of industrial progress with what Professor 
Cannan called ‘‘the heritage of improvement.” As he used it this phrase 
refers to the state of the industrial arts and behind that the whole pro- 
cess of development of science and technology, including all the tech- 
niques of organization, especially those of communication and transport, 
and the whole array of physical appurtenances in which the past de- 
velopment of science and technology find embodiment and by virtue of 
which the present world differs from that of our remote ancestors who, 
in Professor Cannan’s words, “‘regarded Wookey Hole as a delectable 
habitation.” 

In the past, capital funds were identified with their supposed em- 
bodiment in the physical properties employed in the production of 
wealth only because no social process such as that of the heritage of 
improvement was then understood. Nobody ever questioned the ability 
of society to make constructive use of all the funds which thrift, pru- 
dence, abstinence, and a highly inequitable distribution of income might 
provide, since nobody made any distinction between the exercise of 
power and any other kind of causation. Such a conception of economic 
process was not only possible but inevitable for a community which 
held the patron in higher esteem than the artist, one which viewed the 
scientific discoveries of the time almost exclusively in the setting of 
theology with virtually no general awareness of their industrial impor- 
tance, one which paid so little attention to the industrial advances of 
the time that historians now have the greatest difficulty in tracing them. 
To the reflective mind of the sixteenth, seventeenth, and even eight- 
eenth centuries the commercial aspect of the modern economy was 
paramount. Merchants were fast supplanting feudal lords as the power 
behind the throne. At the same time economic development was sul- 
ficiently rapid to be generally and progressively apparent. What could 
be more natural under these circumstances—when the progress of opu- 
lence was the subject of increasingly general discussion—than for the 
whole development to be conceived as a commercial phenomenon, domi- 
nated by merchants, conditioned by the width of the market, and “made 
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possible” by the sum of the accumulations of liquid wealth, command of 
which in any individual case did indeed make it possible for a particular 
merchant to engage in trade? 

Once the heritage of improvement had been clearly identified as such, 
the case was completely altered. By 1934 it was possible and, I think, 
inevitable that we should take quite a different view of the whole process 
of economic growth, and should therefore deplore the traditional view 
as a mischievous error. Such, at all events, was the spirit in which Pro- 
fessor Cannan declared in the same article from which I have already 
‘¢ . . immense mischief has resulted from the fact that by their 
failure to insist on the difference between the aggregate of capital and 
the whole economic heritage combined with their somewhat excessive 
clorification of capital, the eighteenth century and nineteenth century 
economists gave rise to a widespread impression that the capital of 
society is much the same thing as the whole heritage, so that alterations 
in its magnitude must be regarded with the same favour and disfavour 
as increases and decreases of the whole heritage.’’* So far as I know, this 
rebuke has been accepted without protest. Indeed, Professor Cannan 
wrote, somewhat apologetically, that ‘‘a very short time ago these re- 
marks would have seemed to me to be trite and unnecessary.”’ Never- 

icless he made no reference to any earlier exponent of this significant 
distinction, not even to Veblen whose articles ““On the Nature of Capi- 
tal,” first published in 1908 and reprinted in The Place of Science in 
Modern Civilization and Other Essays in 1919, were explicitly addressed 
to this very point. The truth is, I think, that understanding of the 
heritage of improvement is not a specifically economic achievement 
which later economists receive from earlier economists. It is rather a 
corollary of the comparative study of societies and cultures. That is 
the source from which Veblen drew his insight into the process of eco- 
nomic development, and the same was probably true of Edwin Cannan. 
What he called “the heritage of improvement” is virtually identical with 
what anthropologists call “the material culture.”” Economic change is 

n aspect of social change, and our understanding of it is bound to be 

ected by a broader understanding of the larger process, just as the 

whole conception of social process was affected by Darwinian evolution 
and by modern scientific developments generally. 


qui ted: 


This process of intellectual reorientation has been as gradual as it is 
pervasive. That is why the impact of the Great Depression was so sud- 
den and so marked. After all, the incidence of the evolutionary way of 
thinking was not upon the rubrics and formulas of price analysis with 
which economists have chiefly concerned themselves but rather upon 
* Loc. cit., p. 389. 
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the underlying preconceptions or beliefs which economists share with 
the community at large. These do not appear overtly in the formulas: 
and consequently it has been possible for economists to concede sub- 
stantial changes in the larger area of social process while ruling such 
matters out of their professional consideration as lying outside the field 
of economics. 

Even so, the climatological change has been considerable. One eyi- 
dence of it is the insistence—quite general for something like half a 
century—upon a Clear distinction between dynamic and so-called 
“stationary” situations, and the general recognition of the importance of 
what even Professor von Mises calls ‘technological methods of produc- 
tion’’ in the dynamic situation. There has even been some disposition, 
of which Professor Schumpeter’s work is perhaps the most notable ex- 
ample, to credit business enterprise not merely with the progress of 
opulence in the traditional manner but with the heritage of technological! 
improvement. Still more important, I believe, is the recent tendency to 
rest the case of economic orthodoxy on the administrative indispensa- 
bility of the price system. This shift of ground is more significant than 
has yet been generally appreciated. To say that we must entrust the 
conduct of our affairs to the operation of the market, cheerfully accept- 
ting whatever anomalies of wealth and poverty may then ensue, because 
no other social instrumentality is equal to the task of allocating re- 
sources, etc., etc., is a very different matter from saying, as we have 
traditionally done, that society should be positively grateful to the rich 
for having such large incomes and for using them to make possible the 
enterprises upon which all others depend for their employment. The 
administrative indispensability argument, I submit, is incomparably the 
weaker of the two and would never have gained currency except in 
tacit recognition of the growing incredibility of the stronger case. The 
same is true in even greater degree of the bogy of totalitarianism. To 
represent the police-state as the only alternative to classical laissez faire 
is virtually to admit that traditional commercialism can no longer be 
loved for its own sake. 

Such changes are very significant, but they are changes only oi at- 
mosphere. In the passage I have quoted from the last chapter of The 
General Theory the author speaks of his argument having led to the 
conclusions he then states. As I have tried to suggest, it was the whole 
drift of modern thought which had been leading us towards such con 
clusions. But this was not apparent. So long as nothing happened to 
call in question the traditional belief that economic development ¢e- 
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pends upon the savings of the rich out of their superfluity, it was not 


apparent that such a belief is contingent upon economic development 
being conceived in wholly pecuniary terms and consequently that it 
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loses force in direct proportion to the extent to which economic de- 
velopment is conceived in terms of the heritage of improvement. 

But the depression made this clear. That, I think, is the explanation 
of its extraordinary impact upon economic thinking. By 1929 the whole 
community had become machine-conscious to an unprecedented degree. 
Consequently the depression figured in the imagination of the com- 
munity at large and also in the researches of economists as an affair of 
idle machines and mass unemployment, drastically reduced industrial 
production and vast accumulations of farm products. So conceived, this 
situation revealed with dramatic suddenness the complete implausibility 
of the reasoning which attributed such a situation to a deficiency of 
abstinence and thrift. The time had therefore come for a revolution in 
reasoning. The traditional analysis was ancillary in the first place to a 
previously established conviction that the progress of opulence was con- 
tingent upon the accumulatien of capital funds by virtue of extreme 
inequalities of income; and present-day analysis is likewise ancillary to 
the reversal of conviction which was the general and immediate conse- 
quence of the impact of the depression upon a technologically con- 
ditioned world. All the various theoretical efforts of what Beveridge 
calls “the new era” have the common purpose of ascertaining exactly 
how the growth of the heritage of improvement is impeded by a feudally- 
conditioned propensity to consume. ) 


Considerations of space and time forbid even the briefest review of 
these theoretical efforts, but in closing perhaps I may venture an 
opinion. It is my opinion that the Keynesian revolution is more revo- 
lutionary than most of its participants yet realize. In the first place, the 
differentiation of the heritage of improvement from the accumulation 
of funds will oblige us to carry the renovation of our thinking about 

ipital much farther than it has gone as yet. Thus J. M. Keynes has 
spoken in various places® of “increasing the stock of capital until it 
ceases to be scarce,” and this eventuality has been the subject of general 
discussion. Indeed, although Keynes made no mention of Professor Can- 
nan in this connection, the very remarkable article of which I have been 
making so much use contains the following sentence: “‘If we could im- 
prove our knowledge and organization in such a way as to wipe out the 
value of all the things which now form our real capital, how happy we 
should be!’ Both of these statements seem quite clearly to refer to 
industrial plant and materials. But the problem they pose can be rele- 
vant only to funds. To see this we have only to think of a completely 
new industry, such as the use of atomic power may some day bring. 


’ E.g., The General Theory, p. 325. 
0 Loc. cit »p 392. 
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What procedures could society now employ to insure a profusion of 
equipment and materials for producing atomic power? Obviously no one 
knows. We could easily provide against lack of funds being an obstacle 
to such a development. Indeed, that is what we did in the development 
of atomic energy for military purposes. We can and eventually will 
purge ourselves completely of the idea that the (wholly supposititious) 
aggregate of funds is a limiting factor in the process of industrial growth 
and will therefore conceive and treat ordinary peacetime growth as we 
already conceive and treat the prosecution of war. To do so is indeed 
implicit in the Keynesian position. But it means completely disentan- 
gling our thinking about funds from our thinking about the industria] 
process. 

The logical consequences of this resolution are indeed momentous, 
more so than most contributors to it have yet seen—or said. To be sure, 
J. M. Keynes has boldly faced the possibility of the disappearance of 
the rentier. But he derives this eventuality from his theory of the pro- 
gressive decline of the marginal efficiency of capital. This is quite suf- 
ficiently disturbing. But the complete dissociation of the institutional] 
pattern by virtue of which capital funds are accumulated from the 
technological process by virtue of which capital equipment proliferates 
—a dissociation toward which, I believe, we are being carried by the 
logic underlying the whole Keynesian movement—means the nullifica- 
tion of the idea by which alone the institutional framework of capitalism 
is supported. 

The intellectual consequences of the Keynesian denial of the sup- 
posedly natural sequence of saving and investment are therefore more 
revolutionary than those of Marxism. After all, there is nothing particu- 
larly revolutionary in the intellectual sense about rebellion. Throughout 
the ages rebels have always sought to remedy their wrongs by liquidat- 
ing their masters, on the presumption that whatever is wrong will surely 
be righted if the liquidation is sufficiently drastic. As Veblen saw, the 
Marxian dialectic does no more than dress up the perennial exasperation 
of the disinherited. 

Strangely enough, Veblen’s own exasperation nevertheless found the 
same outlet. I have already mentioned the anomaly of his failure to 
connect with Hobson, whose proposals for socializing demand—Veblen 
also cites an essay by Smart with the title, ““The Socializing of Con- 
sumption”’—he dismissed as “palliatives” in a footnote in The Theor) 
of Business Enter prise.“ To be sure, Hobson put Veblen off by his failure 
to understand the process of industrial growth, in consequence of which, 
as I have noted, his underconsumptionism was a structure without 
foundation. Consequently Veblen failed to realize that modifying the 


1 Op. cit., p. 257. 
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flow of income so as to achieve an institutional setting in which there 
are no obstacles to the full utilization of the heritage of improvement is 
directly in line with his own conception of the impersonal process of 
industrial growth. Indeed he virtually contradicted himself in the same 
footnote in which he stigmatized the socialization of demand as a “‘pal- 
liative”’ by going on to declare that it is also ‘‘manifestly chimerical in 
any community ... where public policy is . . . guided by business in- 
terests with a naive view to an increase of profits.” 

[he great weakness of all palliatives is contained in the definition of 
the word—they mitigate evils without removing them—and the great 
weakness of violent rebellion, as Veblen seemed elsewhere to realize 
better than anyone else of his generation, is the failure of understanding 
which makes truly remedial action impossible and rebellion therefore a 
counsel of despair. Truly remedial action flows only from understanding 
such as that toward which we now seem to be finding our way. Implicit 
in the Keynesian revolution is the conviction, stated by J. M. Keynes 
himself in the closing paragraph of The General Theory, that “‘the power 
of vested interests is vastly exaggerated compared with the gradual en- 

roachment of ideas.” According to this way of thinking, the real ob- 
stacle to the achievement of an institutional setting consonant with full 
production has been the general belief that such an institutional setting 
already existed. Rejection of that belief does ngt necessarily mean the 
immediate and total collapse of the present institutional structure, much 
of which is very well worth saving for quite different reasons. But it does 
mean the opening of the way to whatever institutional adjustments may 
be necessary in order to remove the obstacles to the full utilization of 
our heritage of improvement. In this sense the present intellectual revo- 
lution is more revolutionary than any protest against injustice or 
igainst the violation of the supposed rights of the protesting party. 

(he effectiveness of this intellectual challenge owes much to the co- 
gent reasoning of the movement’s leaders. It also owes much to the 
mpact of the depression. But no less important is the susceptibility of 
the present generation’s thinking to such an impact. Insofar as our 
generation has been susceptible to such influences and ready for such 
intellectual leadership, that is because over a period of several genera- 
tions the community has gradually learned to understand the progress 


ol opulence and the heritage of improvement. 
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THE IMPACT OF TOTAL WAR 


By RAtpu H. BLopGett 
University of Illinois 


In the last few years most economists have probably been questioned 
many times concerning the effects of war, or the return from war to 
peace, on the principles of economics. Individuals who are untrained in 
economics or who are only slightly acquainted with the subject have 
commonly assumed that the operation of economic principles must have 
been almost entirely suspended during the second World War, and that 
conditions which would follow the end of the war would require exten- 
sive revision of these principles. It is also commonly assumed that the 
economic problems which we encounter during or at the end of a major 
war are not at all like those which exist at other times, but rather are 
altogether strange and new. These attitudes are largely unfounded. 

Since they involve no assumptions concerning institutional conditions 
in the economy or the presence or absence of governmental controls, 
many economic principles are as valid under wartime conditions as at 
any other time. Consider, for example, the law of diminishing produc- 
tivity, which indicates that the various productive agents are imperfect 
substitutes for each other. Under given methods of production, if equal 
successive units of some one productive agent of given quality are used 
in conjunction with fixed amounts of other productive agents, the 
average product per unit of the variable agent, after a certain point has 
been reached, will decline. This proposition is valid whether the pro- 
ductive agents are privately owned or publicly owned, whether the 
control of production rests in the hands of private individuals or govern- 
mental agencies, whether those in control of production are motivated 
by the desire for profits or by other considerations, and whether the 
organization of production is competitive or monopolistic. There is, 
therefore, nothing about wartime conditions which can affect the opera- 
tion of this law. 

Other economic principles which are not likely to be affected by war- 
time conditions include principles of specialization and roundabout 
production—principles concerning productive results in relation to scale 
of plant (which depend upon the indivisibility of productive agents or 
services), the principle of opportunity costs, the principle of diminishing 
utility, and the law of demand. While the general levels of cost may 
change considerably in wartime, the nature and behavior of various 
types of cost faced by the individual firm may be expected to be the 
same as usual, and the firm is unlikely to be willing, if left to its own 
devices, to expand output beyond the point at which marginal revenue 
promises to be equal to marginal cost. 
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Economic principles which may be held in suspension to some extent 
in wartime are those which depend for their validity upon the untram- 
meled operation of capitalistic institutions. Consider, for example, the 
law of long-run competitive price, which holds that the price of an 
economic good, in the long run under competition, tends to equal cost 
of production per unit for all firms in the industry. Under private 
property, freedom of enterprise, economic motivation, competition, and 
the absence of governmental controls, the existence of a price for a good 
well above the level of minimum long-run average cost for the firms 
already in an industry would be expected to lead to the entrance of new 
firms and productive agents into the industry, an increase in the pro- 
ductive capacity and output of the industry, and a fall in the price of 
the product to the level of cost of production. 

Under wartime conditions, the price of an economic good may rest 

t a profitable level over a considerable period of time in an erstwhile 
competitive industry and yet no increase whatever in the size, produc- 
tive capacity, and output of the industry may occur. That is, the 
government may be unwilling to have the industry expand, and its re- 
strictions on the use of materials, manpower, and equipment may make 
it impossible for new firms to acquire the productive agents necessary 
for entrance into the industry. Indeed, although the prices of certain 
products, such as alcoholic beverages or bicycles, may be such as would 
allow the firms in the industries to operate at full capacity and make 
plenty of money, in wartime the government may require the firms to 
curtail production severely, or even stop it altogether from time to time, 
in order that their productive facilities may be used to turn out products 
which are more essential for the prosecution of the war. In other in- 
dustries, firms may be relieved entirely of their usual worries concerning 
the market prices of their products, for the government may agree to 

y given quantities of product, or even all they can produce, at a 
price equal to cost plus a certain percentage or sum of return for the 
iirms. Thus certain industries may operate at full capacity or even un- 
‘ergo expansion in wartime, even though no such developments would 

occurred under ordinary conditions. 

In roughly similar fashion, the operation of any economic principle, 
which indicates how the money income of society will be distributed 
among the owners of the various productive agents under competitive 
conditions and in the absence of governmental interference, is likely to 
be at least partly suspended in a wartime situation in which the govern- 
ment fixes the prices of the products of these agents and also directly 
controls wage rates, interest rates, and rents. The trouble in all such 

ses is not that the economic principles are invalid under the conditions 
which they assume, but rather that these assumed conditions are not 
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likely to prevail in practice in wartime. However, the number of such 
principles is not very large, and we may conclude that, on the whole, 
the reports concerning the destructive impact of war on the principles 
of economics have been greatly exaggerated. 

There is no doubt that total war brings us face to face with a host of 
economic problems, but it is a mistake to think that these problems are 
entirely strange and new. For example, we should not think that the 
conversion and extension of productive facilities are processes which go 
on only in wartime. In peacetime, too, it is frequently necessary for 
some industries to expand their productive facilities, while others cop. 
tract theirs, and for productive facilities to be converted from one field 
of production to another. In a capitalistic economy such extension (o, 
contraction) and conversion of productive facilities occur on the basis 
of price relationships for the most part, by means of a process too fa. 
miliar to require discussion here. 

In wartime the government is likely to resort to direct control over 
production and over the extension and conversion of productive facil 
ties. The reason is not that the problems in question are unusual ip 
nature, but rather that they are unusual in scope and urgency. In peace- 
time the conversion and extension of productive facilities occur gradu- 
ally and only a small number of industries may be seriously affected a 
any one time. In wartime, the conversion and extension of productive 
facilities are needed ‘right now” and most, if not all, industries ar 
afiected to some extent. Moreover, if the banks are creating deposits t 
supply a considerable part of the funds necessary to finance gover- 
mental war expenditures, reliance on price relationships to induce the 
extension and conversion of productive facilities may be ineffective an/ 
costly. That is, if the government spends much more for war than it 
takes out of the current incomes of the citizens through taxes and direc 
sales of bonds, the willingness and ability of the government to pa! 
high prices for, say, airplanes may be offset to a considerable extent 
the willingness and ability of private citizens to pay high prices fo 
automobiles. In such a case, the extension and conversion of productivt 
facilities may not go forward as desired, and the money cost of the wat 
may be increased greatly as prices rise because of the competitive bit 
ding of government and citizens for war goods and civilian goods, tt 
spectively. 

Problems of getting a total labor force of appropriate size, of allt 
cating the labor force among industries and businesses, and of maximiz 
ing the productivity of labor are always with us in peace or in wa! 
Quantities of finished commodities and services are never adequate t! 
satisfy the wants of all consumers, and some form of rationing or 4 
portionment, whether through price changes or the allocation of specit 
physical quantities, is always necessary. Problems of industrial conflict 
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inflation, taxation, deficit financing, and the public debt are by no 
means peculiar to wartime. However, these various problems, like those 
of the conversion and extension of productive facilities, may be of un- 
usually great magnitude and urgency in wartime, and we are more likely 
in wartime than in peacetime to rely upon direct governmental controls 
for the solution of economic problems. Certainly the degree of govern- 
mental control over economic life which was achieved during the second 
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Lich 9 World War entirely dwarfed anything which had ever existed before 
ry for in this country. Whether all the controls actually employed were neces- 


sary for the successful prosecution of the war, and whether they were 
well or poorly suited to the tasks which had to be performed, need not 
concern us here. Neither will it be profitable for us to argue about the 
exact type of controlled economy which we had during the war. The 
fact to be emphasized is that for several years we have been living in a 
controlled and planned economy. 

While there was much writing about the economic controls already 
in effect, the thinking of economists during the war came to be concen- 
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sual in trated to a considerable extent on longer-range problems which are of 
peace: age concern from the points of view of both theory and practical policy— 
gradu. fullemployment, economic security, wage policy, the burden of the pub- 


debt, and other matters. These matters in turn seem to converge on 
the important theoretical and practical issue of capitalism versus col- 
lectivism. Will our economy in the postwar period be a relatively free 
system of the capitalistic type or will it be a planned economy of 
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uce the At present it seems not at all unlikely that we shall find ourselves 
ive ani (“Ving in a planned and controlled economy long after the war has been 
than it ee Olucially declared to be at an end. To be sure, not many people are 
d direc fe advocating a controlled economy as such. Instead we are asked to ap- 
to pa prove such attractive and innocent-sounding things as full employment 
sent b guaranteed or underwritten by the government; a system of social se- 
soes for rity, popularly known as the ‘“‘cradle-to-the-grave”’ variety, which will 
ductive ge Cover Many more people, provide against more risks, and furnish much 
the war Ee @tger benefits than the present system; and higher minimum wages, a 
ive bid: SP22onal minimum per capita income, and a high wage policy in general, 
ods, re fe? Order to maintain purchasing power and aggregate demand. The 
aivocates of such policies contend that they are necessary to the con- 
of alle Me Mued existence and successful functioning of the capitalistic or free 
saximi: eco tetprise system in this country. I claim that they are more likely to 
in wat. (ult in the destruction of this system and to ensure the future existence 
quate t ola controlled and planned economy. 
g of ap It many of the policies now recommended should be adopted, what 
speciit f° ld the annual expenditures of the federal government amount to in 
conflict, ec’ Postwar period? Interest at 2 per cent on a national debt of 300 
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billion dollars would amount to 6 billion dollars per year, or an amount 
about twice as great as total federal expenditures in 1930. If any serious 
attempt were made to pay off the debt gradually, further large expendi- 
tures would be necessary. If the debt were not to be reduced in this 
fashion, it would have to be refinanced and probably at higher rates of 
interest, which would have much the same effect on federal expenditures, 
Some people who are not much concerned about the size of the national] 
debt assume that there is a virtually limitless market for government 
bonds in this country at an interest rate of about 2 per cent, but I doubt 
very much if this would be true in peacetime and in a free market. 

According to most pronouncements on the subject, our military and 
naval establishments and the armed forces in general will have to be 
maintained at a high level for some years to come, in order that we may 
protect ourselves from unknown or unmentionable dangers and may be 
able to play our part in international organizations for keeping the 
peace. The cost will certainly run into several billions of dollars annually. 
We shall have other large expenditures for pensions, hospitalization, 
medical care, education, training, rehabilitation, and other projects un- 
dertaken for the benefit of veterans of the second World War. Then we 
must add some billions of dollars for the operation of ordinary depart- 
ments of the government, other billions for the maintenance of a com- 
plete system of social security for all or most people, and possibly stil! 
other billions for providing full employment if this blessed condition 
does not result naturally. 

Just how large annual federal expenditures would be on this basis is 
anybody’s guess, but all the estimates or theoretical models that I have 
seen call for federal expenditures which are far larger than those to 
which we have been accustomed in peacetime. Some people are thinking 
in terms of only 18 or 20 billion dollars per year. Others see a possibility 
that federal expenditures may run to 35 or 40 billions annually, and the 
actual preliminary budget for the fiscal year 1947 calls for expenditures 
of about 36 billion dollars. If we did not wish to add steadily to the 
already overgrown federal debt, those expenditures would have to be 
made out of tax revenue. This would call for a continuation of very 
high levels of taxation, and probably of levels not far removed from 
those which prevailed during the war. 

The point in all this is that our economic system probably could not 
operate in capitalistic fashion in peacetime if the government found it 
necessary to take a very large part of the earnings of business enter- 
prises through taxation while leaving these same enterprises to bear 
almost unassisted any losses which they might encounter. And certainly 
such a situation would be most unfavorable for the expansion of the 
economy and the foundation of new enterprises on the basis of private 
capital. Various reforms of the federal tax system, which would make 
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taxation bear less heavily than at present on the incomes which indi- 
viduals and firms derive from employment-creating activities, might go 
far toward making heavy taxation, if not compatible, at least less in- 
consistent with the maintenance of a high level of employment and 
production in the private sector of the economy. The view that Congress 
is sure to enact such reforms, however, merely because they would be 
desirable, seems very optimistic. 

Further reason for concern may be found in present-day proposals 
and demands in connection with wages. It is proposed, for example, 
that a national minimum wage high enough to furnish a decent scale of 
living should be provided for all workers employed by enterprises which 
are actually in interstate commerce or which may find themselves un- 
expectedly in interstate commerce by virtue of Supreme Court decisions. 
The proposal for a national minimum per capita income seems even 
more comprehensive. And, of course, the demands of many unions for 
an increase of about 30 per cent in basic wage rates, often coupled with 
an insistence that the prices of the products sold by the enterprises 
should not be raised, are only too well known. 

Wage policy in the postwar period is an immensely complicated sub- 
ject, but a few observations at this point may be in order. While it may 
be considered neither fair nor economically feasible to credit labor with 
all increases that occur in productivity in the variqus fields of production 
and to pass on all these gains to the workers in the form of higher wages, 
there is quite general agreement that wages should be advanced as pro- 
ductivity increases in the economy as a whole. This proposition, how- 
ever, refers to the general level of wages and not merely to wages in the 
specific industries and businesses in which the efficiency of production 
increases. It is rather difficult to determine just what kind of wage 
increases would be justified immediately on the basis of increases in 
productivity which have occurred during the war period, but one report 
has it that the median increase in output per man-hour between 1939 
and 1944 was only 5.2 per cent in 23 industries which were making 

ibstantially the same products at the end of this period as at the 
beginning.’ Excessive increases in wages, which place wages at a level 
above the value of the work performed, are very likely to operate as a 
direct obstacle to employment and will add to the inflationary pressure 
to which we are already exposed. 

The wage demands and proposals which are being made at present 
seem to have little relation to labor productivity. Rather they seem to 
reflect the notion of some governmental leaders that a combination of 
high wages and high taxes must be employed to make sure that firms 
have only small earnings, lest they be tempted to the ignoble and anti- 


‘U.S. Bureau of Labor Statistics, Productivity and Unit Labor Costs in Selected Manufac- 
turing Industries, 1939-43, L. S. 45-3208, May, 1945. 
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social feat of saving part of their earnings. However, individuals have 
little incentive to operate existing enterprises and even less to found 
new ones if almost the entire money income of enterprises, over and 
above the other money expenses of production, must be divided between 
the workers and the government, leaving little if any income for the 
owners of the firms. If private enterprisers have no incentive to operate 
the industries and businesses of the country, it does not require occult 
powers to decide who will step in and operate them. It seems foolish to 
set up conditions under which a capitalistic system cannot operate and 
then decide to have the government take over because the system does 
not operate well. 

Full employment israpidly becoming a social objective which everyone 
must favor or run the risk of being regarded as unsocial. However, the 
advocates of full-employment policy seem to disagree considerably as 
to what the term means. It is sometimes used to refer to a situation in 
which everyone who is able and willing to work will be able to find 
employment. In other cases it means a situation in which there will be 
more job-vacancies than applicants, although some individuals will be 
out of work at any given time, or even a situation in which unemploy- 
ment is merely held down to an irreducible core, consisting of one to 
three million persons according to some estimates, or five or six millions 
according to others. 

The meaning which is assigned to the objective of full employment 
will depend to some extent upon whether we think of it as a conditional 
or as an unconditional objective. If it is a conditional objective, then 
presumably we want as much of it as we can get without sacrificing 
other objectives which we also regard as important, such as individual 
economic and political freedom, a high rate of progress for the economic 
system, or a satisfactory level of real income. On the other hand, if full 
employment is an unconditional objective, then we want it even though, 
in order to get it, we have to give up our economic and political freedom, 
get along with an unprogressive economy, or sacrifice some of the real 
income which we could otherwise obtain. 

As a conditional objective, it might be well to define full employment 
as the highest level of employment which can be attained without direct 
governmental control over the economic system. Such a definition, how- 
ever, would not be acceptable to many of the wilder advocates of full 
employment policy, who seem to think that, if the thermometer indicates 
that the temperature in the house is too low for comfort, we should not 
hesitate to apply the governmental torch to the thermometer, regardless 
of consequences, in an effort to secure a more satisfactory reading. That 
is, even though chronic unemployment is merely a symptom of certain 
fundamental disorders which exist in the economy, they think we should 
go directly to work on the matter of unemployment itself. 
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We should be greatly concerned about the effects which the pursuit 
of full employment, as an unconditional objective, might have on the 
nature of our economic system. In the first place, would it be possible 
for the government to make heavy expenditures in the process of creat- 
ing employment without encroaching on the fields which are tradition- 
ally reserved for private enterprise? Some advocates of the policy 
apparently have no worries on this score. The necessary governmental 
spending, it is said, would go on in such fields as education, public 
health facilities, nutrition, slum clearance, and resource development, 
where the need for public outlay is great quite apart from the question 
of full employment and where there would be little interference with 
private enterprise. 

The need for expenditures in these fields, however, is not unlimited, 
and governmental spending for full employment might have to amount 
to 10 or 15 billions of dollars in some years, or even year after year if, 
as some people think, there is likely to be a chronic shortage of spending 
for private investment and consumption. In such a case it would seem 
that we might have to fall back on the multiplication of post offices 
and courthouses, if not on leaf raking and hole digging and refilling, if 
compensatory spending were not to interfere directly with private enter- 
prise. On the other hand, if governmental policy in providing employ- 
ment did involve direct competition with private enterprise, it might 
well discourage more employment-creating outlays than it furnished 
and lead to the gradual replacement of private enterprise by govern- 
mental enterprise. 

In the second place, disregarding the question of direct competition, 
would it be possible for the government to make good on an uncondi- 
tional guarantee of full employment without assuming control over the 
economic system as a whole? Under such a full employment policy the 
President, in addition to preparing the regular budget of the federal 
government, would presumably have to turn out annually another docu- 
ment called a “national budget of production and employment.” This 
budget would estimate the total expenditures by consumers, private 
enterprisers, and government which would be necessary to assure a full- 
employment level of production in the ensuing fiscal year, and also the 
total expenditures by these same persons and agencies which were ac- 
tually in prospect for the same period. If the latter total were expected 
to fall short of the former, additional governmental expenditures to 
raise aggregate demand to the desired level would be recommended. 

However, private spending for consumption and the spending of 
private enterprises for investment are not really given entities to which 
governmental expenditures for employment creation could simply be 
added. Suppose, for example, that we are unwilling to increase the public 
debt any further, that we want the government to derive its funds for 
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employment creation from taxation, and that large expenditures wil 
be necessary. Heavy taxes, even though levied progressively, will cut 
into spending for consumption and investment as well as unnecessary 
saving. Individuals in the higher tax brackets may become less willing 
to put any capital funds into risky, empioyment-creating ventures, 
since any gains which they make will be largely taken by the govern- 
ment, while any losses which they suffer will be almost entirely their 
own. The necessity of paying heavy taxes on income may also produce 
distortion in the investment structure, with overinvestment in some 
industries and businesses and underinvestment in others, which wil] 
have unfavorable implications for employment. In view of such con- 
siderations, how much additional tax revenue should the government 
collect and spend in order to provide a given net increase in total em- 
ployment? 

If the governmental guarantee of full employment is to be carried 
out on the basis of deficit spending rather than taxation, the problem 
is no less complicated. Heavy deficit spending may affect business con- 
fidence and arouse fears of higher taxes later on, with adverse effects on 
the amount of employment furnished by private industries and busi- 
nesses. Some prices may be more responsive than others to increases in 
the total volume of spending, and deficit spending may therefore induce 
distortions in the general price structure which in turn will influence 
the volume of private spending and employment. Again, deficit spending 
on a large scale, besides providing employment, tends to raise the gen- 
eral level of prices, and there is no way to determine accurately in 
advance how the influence of deficit spending will be divided between 
furnishing employment and raising prices. It is likely, however, that the 
latter influence will increase while the former will decrease as the econ- 
omy gets nearer and nearer to full employment. 

Not all unemployment is of the “lack of enterprise” or “shortage of 
aggregate demand” type which we might hope that deficit spending 
would relieve. Some unemployment is of a type which has been called 
“structural” or “market imperfection” unemployment, and results from 
such things as existing distortions in the price or wage structure, seasonal 
fluctuations in demand, frictions in the labor market, and abnormally 
low efficiency, reliability, or adaptability on the part of workers.’ It is 
very difficult to determine what part of a given total volume of unem- 
ployment is of the structural type at a given time, and deficit spending 
would be expected to have very little, if any, favorable influence on 
unemployment of this type. Finally, declines in private spending may 
be sudden, large, and highly unpredictable, and hence may render any 
preconceived spending program entirely inadequate. 


2S. H. Slichter, Financing American Prosperity (New York: Twentieth Century Fund, 
1945), p. 306, 
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vill In the light of such considerations, it would seem very difficult to 
“ut determine just how much deficit spending should be undertaken at any 
iry siven time in order to produce a specified net increase in employment. 
ing Presumably the deficit spending engaged in by the government in the 
es, thirties was intended to induce recovery and achieve a high level of 
si employment, but unemployment continued on a large scale throughout 
eir the period. It is easy to look backward and decide that this spending 
1Ce was ineffective because it was carried out on too small a scale, but much 
me more difficult to decide what scale of deficit spending would be adequate 
vill to ensure full employment a year or so in advance. High and low points 
on- in production and employment in our economy are easy to detect several 
ent years after they have occurred. It is quite another problem to deter- 
m- mine them as of about the time when they occur, and practically im- 
possible to determine them in advance, as would seem necessary if 
ied covernmental expenditures for creating employment were to be based 
em on an orderly planned program. 
on- It follows that any estimates of governmental expenditures necessary 
on to provide full employment, whether the expenditures were to be fi- 
1Si- nanced through taxation or deficit spending, would be likely to be 
in wrong in practice. If the full employment scheme were tried over a 
nce period of several years, the estimated and actual governmental expendi- 
nce tures were always wrong, and unemployment persisted, what would be 
ing the result? The program might be abandoned as impractical, but we 
en- may doubt whether the government would want to give it up and 
Phe whether it would be allowed to do so in any case. It is much more likely 
een (hat the President and his advisers would decide that full employment 
the could be maintained only if the government had the power to plan 
on- production, employment, wages, prices, and virtually everything else, 
ior the economic system as a whole. Anyone can take it from there! The 
of mpletely planned and controlled economy would be at hand. 
ing his result seems to be implicit in some of the arguments advanced 
led by the advocates of the full employment policy. It is said, for example, 
iain that our experiences in the war period proved that it is unnecessary for 
nal is to have unemployment in the United States. There is little doubt 
ally about this proposition. We can readily have full employment in this 
t is country if we are willing to continue to live in a planned and controlled 
om- economy such as we had during the war period. It is also argued that 
ing the war period showed the fundamental unimportance of financial con- 
an siderations, or of questions of where the money is coming from, and 
nay proved that a high level of production and income depends only upon 
any manpower, materials, plant, and equipment. This also is true in a 


planned and controlled economy. In a capitalistic system, financial 
considerations remain important. 
Uhis discussion has not indicated that full employment guaranteed by 
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the government, high controlled wages which are only vaguely related 
to productivity, and a complete system of social security are either good 
or bad objectives, or that we should or should not seek them. It has only 
indicated some of the reasons for thinking that these objectives may 
be inconsistent with the operation of a capitalistic or free enterprise 
system and that they are likely to be attained only in a planned and 
controlled economy. Now a planned economy is not necessarily bad, 
Such a system could certainly operate more or less successfully. It could 
furnish us with some things that are difficult, if not impossible, to obtain 
under capitalism, and it would probably deprive us of some of the things 
which we are accustomed to having under capitalism. Whether or not 
we would like it is for us to decide. 

A planned economy could provide a degree of economic stability such 
as we have never known under capitalism. It could keep the wheels 
turning and the factories producing, and it could avoid those tremen- 
dous swings of boom and depression which have marked the operation 
of our capitalistic system. It could provide full employment according 
to almost any definition which was considered suitable and, within wide 
limits, it could devote almost any share of the national income to the 
purposes of social security. Without furnishing any guarantee as to the 
size of the total national real income, a planned economy could certainly 
provide for a more nearly equal division of income among the individual 
citizens than that which results naturally from the operation of a capi- 
talistic system. Money incomes, of course, could be made as large as 
desired, for the benefit of people who seem to find a peculiar satisfaction 
in taking in a large number of pieces of money for their services in 4 
given period. On the whole, if we rated stability, security, and relatively 
equal division of income rather high on our list of economic preferences, 
we might like to live in a planned economy. 

On the other hand, a planned economy could not guarantee everyone 
a satisfactory real income merely by dividing the total income of the 
economy rather evenly among the citizens, while keeping the factories 
and people at work. It is necessary to have a reasonably large national 
real income to divide before the shares, however nearly equal they may 
be, will also be adequate. The size of the total real income to be divided 
in a planned economy would depend upon the incentives of the people, 
other things being equal, and I think such an economy might have 
serious problem of incentives. The problem would really have three 
phases. First, how do you get people to work? Second, how do you gt 
people to work hard instead of merely going through the motions’ 
Third, how do you get people to undertake the most important, difficult, 
and responsible work for which they are qualified? A planned economy, 
with compulsion as well as positive incentives at its disposal, could 
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probably solve the first phase of the problem, but it might have more 


trouble with the second and third phases in view of its guaranteed em- 
ployment, full social security, and relatively equal distribution of in- 
come. In fact, a really tragic decline might occur in that social asset 
which we may call the individual’s sense of responsibility for his own 
welfare. 

Avain, we should be quite certain to experience a loss of freedom in 
the planned economy, and this matter also has several phases. The 
planned economy can furnish freedom from things—freedom from want 

and freedom from fear (except fear of the government)—but very little 
freedom as such. The individual would no longer be free to found his 
own enterprise in any field that pleased him and to produce and offer 
for sale as much or as little product as he wished. He would no longer 
be free, as the owner of land and capital, to devote these agents to 
whatever purpose seemed likely to be most productive of income. He 


' would not be free to seek to maximize his income in competition with 
> other men and to hold fast to what he could acquire. 


The individual as a worker might lose freedom, for too much security 
may not be good for labor efficiency. If jobs at good wages must be 


» made available to all, what will keep the worker from taking a week off 
_ to go fishing when he pleases? If he feels below par in the morning, what 


will keep him from showing up for work at nine or ten o’clock instead 
of at eight? What will keep him from changing jobs very frequently in 


' a search for greener pastures? Serious problems of these kinds have 


arisen in the Russian planned economy of full employment, and the 
result has been severe limitations and penalties relating to absenteeism, 
lateness to work, and labor turnover, and even a labor draft to get 
people into various necessary but unpleasant lines of work. If similar 
devices were adopted in our planned economy, the worker would find 
that he had reached security of employment at good wages only by 
being tied hand and foot in his job. He would learn that, if the govern- 

ent assumes responsibility for a person’s welfare, it is very likely also 
to assume responsibility for that person’s conduct. And he might come 
to ae that employment is only a means to an end rather than an 

| in itself. 

Tk is also likely that labor organizations would lose significance in 

the planned economy. If full employment is to be guaranteed at high 


' wages and under good working conditions, the government here, as in 


Russia, probably would not relish attempts on the part of labor unions 
to secure still higher wages and better conditions of employment by 
collective bargaining. As a result the unions might well degenerate into 
organizations for carrying on social and recreational activities, for 
iandling grievances within the enterprises, and possibly for the detailed 


= 
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administration of social security funds. While the government might 
require the workers to be members of unions, these organizations and 
their leaders would be much less important than in our present economy, 

Finally, if we were to have a planned and controlled economy, there 
would be another aspect of freedom to worry about. In theory, if the 
planners did not give the people what they wanted in a given period of 
say, four or five years, the citizens would rise up at the next election, 
throw the rascals out of office, and substitute another set of planners 
who would make plans which were better suited to the desires of the 
people. But this might be easier said than done, for there is a grave 
question as to whether full-fledged economic planning is compatible 
with the democratic process. Economic planning would require that 
enormous powers be concentrated in the hands of certain governmental 
officials who were charged with the making and enforcement of eco- 
nomic plans, and these great powers might be used to destroy demo- 
cratic control of the government. The planners might come to think 
that they knew what the people wanted or needed better than the people 
themselves knew and might be entirely unwilling to doff the great 
powers with which they had been clothed. It is a common experience 
to find that it is far easier to give great powers to governmental officials 
than it is to get them back. In such a case one of the principal plans on 
which the economic planners would work might be a scheme for keeping 
themselves in office. As a practical matter, the planned and controlled 
economy is more likely to be associated with dictatorship than with 
democracy in government. 

If most of the people of this country really believe that the advantages 
of the planned economy outweigh the disadvantages and want to live 
in that kind of system, they should have the opportunity to do so. But 
the question should be decided in the open. We should not try to con- 
vince people (1) that the government can assume full responsibility for 
individual welfare without limiting the individual’s freedom of conduct; 
(2) that millions of people can be given more income than they can 
earn while all others receive all they earn and keep their incentives 
unimpaired; (3) that all-powerful governmental monopoly is a sale 
refuge from the ravages of private monopoly; (4) that we can have less 
governmental control in the future by adopting complete governmental! 
control at once; (5) that we can insure the continued operation of 4 
capitalistic system by setting up conditions under which such a system 
cannot operate; or (6) that we can preserve the capitalistic system by 
substituting a planned economy for it. We should not proceed to the 
planned economy by subterfuge. 
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might DISCUSSION 
S and Epwarp H. CHAMBERLIN: [The discussion below was written with refer- 
1omy. ence to an earlier version of Professor Knight’s paper, prior to the one read 
there at the Cleveland meeting. Because it contained numerous quotations from 
if the this earlier manuscript I had expected to rewrite it in order to tie it in more 
iod of directly with the language used at the meeting itself. Since then, however, 
ction Professor Knight has again revised his paper; and in the revision has intro- 
ie duced new and important changes growing out of my discussion. I have 
of the therefore decided to print what I said without change. 
grave At the meeting Professor Knight left to a “jury of those present whether 
; my criticisms of his paper were warranted. The question may now be judged 
atible by a still larger “jury” of readers by the extent to which Professor Knight 
> that himself has seen fit to add, subtract, and rephrase in order to reduce the 
nental force and applicability of the criticisms I had made. All trace has been re- 
f eco- moved of “requisites” for theory and of what theory “‘must” do; “reality” 
demo- as opposed to “theory” no longer appears, and in particular the identifica- 
think tion of monopoly and of imperfect competition with “‘departures of reality” 
people from ‘‘pure theory” has vanished; “‘monopolistic competition” (wrongly 
great conceived) has been introduced for the first time and the whole subject of 
rience monopoly given greater importance; business cycles are no longer estranged 
atk from “theory” and an “economic law” has even been added in relation to 
tae them; the discussion of “immutable law” has been surrounded by further 
ae qualification, and many other alterations have been introduced which can- 
Peping not be further detailed. 
trolled The discussion below must now be regarded as of an “‘unpublished manu- 
1 with script” by Professor Knight. Despite the strange relationship in which it 
now stands to the final revision of his paper, I feel certain that those fami- 
ntages liar with his views will at least not be under the misapprehension that it is 
to live written about someone else.] 
o. But 
© con Professor Knight has set out to find and describe the “axioms,” or “‘eter- 
ity for nal and immutable” laws, of economic theory. The result, however, is 
on something which might more aptly be described as ‘‘Knight in a Nutshell” 
van a. compendium of his own system of economics, including most of his 
~~ . better known prejudices. I had difficulty at first in discovering the criterion 
ntives by which it is decided whether something from “theory” is an “immutable 
a salt ” or not. But it soon appeared that “irmmutable law,” “economic law,” 
ve less nd “economic theory” are used interchangeably by Professor Knight. 
nental There can be no doubt that to him “immutable law” and “economic theory” 
n of a are the same thing. 
system ls it to be understood that all the principles of economic theory are 
em by “eternal and immutable,” or does he only mean to restrict the concept of 
to the eory’”’ to those which are? I think rather the latter, but whichever it is, 


great violence is done to our ordinary ways of thinking, and I cannot believe 
t many will follow him in the narrow view of “theory” which emerges. 
Indeed, it appears to me in many respects to be almost unique to Professor 
Knight himself 
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Let us look at some of the exclusions. How many economists would agree 
that “‘pure theory must undoubtedly exclude real money altogether’’? Anj 
note the reason—that it conflicts with an assumption of “foreknowledg: 
free from uncertainty.” My own reaction would be that if such an assump. 
tion leads, for purposes of “theory,” to such a catastrophic departure from 
reality as to wipe money from the picture, it is time to get rid of the assump. 
tion; and I should be inclined to give it an unmerciful beating before casting 
it out. But to Professor Knight the assumption takes precedence and oy; 
goes money, although one might have hoped that good old MV=PT woul 
qualify as an economic axiom in the best sense. Keynesian theories, being 
partly monetary, presumably pass with money into the outer darkness of 
“reality.” It would be my observation that they have succeeded in gaining 
the place they have in the corpus of theory in good part because many 
economists currently seem to think they do a better job of explaining reality 
than what preceded them. 

Another exclusion is business cycles, and presumably dynamic theory in 
general. They are not mentioned in the discussion of theory, and cycles ar 
specifically classed in the category of “reality” where this term is opposed 
to “theory.”’ Yet “theorists” study the cycle and other dynamic problems, 
and propound theories about them. There are generalizations with respect 
to them which have wide acceptance, and even some propositions which iz 
their abstract form would, I am sure, be assented to by all of what Professor 
Knight would call ‘‘reasonable”’ economists. 

Monopoly and all of its many variations and amalgamations are likewis 
excluded—telegated to “reality” as opposed to “theory.” I shall return to 
this later. But adding up the exclusions, I am led to recall the quip that i 
would be preferable to go to Hell rather than to Heaven because all the 
interesting people would be there. 

In Professor Knight’s system, “‘economic theory” is again narrowed and 
estranged from reality through a kind of fatalistic attitude towards unreal: 
istic assumptions which always “‘must” for some unaccountable reason be 
made. To be sure, we are told that the “eternal and immutable’”’ laws oi 
economics are “descriptive of reality.” Yet a typical statement is the i 
lowing: ‘‘Economic laws must [my italics] be formulated on two assump- 
tions: .. . [which are then given]. ... But the facts are largely contrary t 
both these assumptions.” Why, then, must we, under some mysterious cot 
pulsion, assume them? Again, “‘under the ideal conditions which must be 
assumed in general theory, the internal organization of the enterprise § 
immaterial, being equivalent to ideal exchange between individuals in 
perfect market.” This is making the perfect market do an awful lot of wot 
and to a bad purpose. Why, instead, may not “economic theory” include 
theory of the enterprise which is based on realistic assumptions and wh 
will help us to understand the problems of modern large-scale industry’ 

Again, a “theoretical requisite” is “the assumption of ‘atomic’ units 
(negligible in size, hence continuous variability of all magnitudes). But 
what are we to do with the cases where the units are in fact relatively 
large? A substantial body of analysis exists to explain them; why are ¥* 
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“required” to leave it out? A mathematician friend observed to me the 
other day that he thought mathematics should be sparingly used in eco- 
nomics because, so far as he could see, the functions involved were mostly 
discontinuous, and it did too much violence to the subject matter to replace 
them with smooth functions. This struck me especially, coming from a 
mathematician. It is at least another point of view. I suggest as the answer 
that neither the one nor the other be ruled out. 

Another “theoretical requisite” is “rational and errorless choice, presup- 
posing perfect foresight.” Of course such an assumption may be useful for 
certain purposes, or as an intermediate step in analysis, but why in Heaven’s 
name are we obliged to theorize under it and never under something else 
which might be more in accord with the facts? To take only one example, 
would not a general, though irrational, prejudice in the comparison of pres- 
ent with future have a legitimate place in a theory of interest? 

Professor Knight seems to have bound economic theory hand and foot 
with limiting and narrowing assumptions, and leaves the reader with the 
uncomfortable feeling that he can like it or lump it, for that is just the 
way “theory” is. By limiting it in this way, he easily arrives at the conclu- 
sion that “there is no possibility that new laws will be discovered compa- 
rable in generality and importance with the basic principles long recognized,” 
which is curiously reminiscent of the famous statement of Mill (1848) that 
“happily, there is nothing in the laws of value which remains for the present 
or any future writer to clear up.” Such a view might be better understood 
with reference to the first of his two main groups of economic laws—those 
dealing with the individual, in which are included the laws of choice (or 
utility) and the physical laws of diminishing productivity. As he points out, 
these are true without regard to the system of social organization and are of 
broad and general applicability. 

But the second group of laws—those dealing with social organization— 
depend on institutional factors and the various forms which market rela- 
tionships may take. Economic theory, if it is to explain reality, must con- 
stantly seek new frontiers not only in its relations to other disciplines, but 
also by seeking new and better assumptions, and deriving them from a vital 
relation to the facts. It must be constantly changing, and, let us hope, im- 
proving. A moment’s attention to the problems of this area will serve as a 
inal illustration of the general criticisms advanced in this discussion. 

(he axiomatic law which is to govern all the highly complex market 
situations in real life, according to Professor Knight, is that of the “per- 
fectly competitive” market. This is another “must” of “theory.” It requires 
getting rid of monopolistic competition (a good beginning is made by calling 


it “imperfect” competition) and, what is still more gratuitous, of monopoly 


itself, “one of the older . . . branches of price analysis.” Professor Knight 
‘vers, and in one place grudgingly admits monopoly as a (supplementary) 

” (ruling otherwise, however, for monopsony, and other allied cate- 
gories); but, since really to admit it to a co-ordinate place would raise havoc 
with “perfect competition,” which to him is synonymous with “theory,” 


his general position in this paper is as it has always been—to relegate it to 


NEW FRONTIERS IN ECONOMIC THOUGHT—DISCUSSION 


143 


& 
> 
i 
4 
+ 


142 AMERICAN ECONOMIC ASSOCIATION 


the category of “imperfections,” not really a part of “economic theory” at 
all. 

This position is always in the background, but it emerges clearly in the 
extended discussion of ‘‘theory versus reality.” “Reality” is identified with 
“mechanical imperfections,” “various forms of ‘imperfect competition, 
especially monopoly, itself a genus of many species.” Monopoly, then, and 
its cousins, are descriptive of reality, but not a part of “economic theory.” 
It is now clear why “theory” is to Professor Knight virtually a finished sub. 
ject—any new development (and monopolistic competition is only one 
example) which is not a part of the theory of a perfectly competitive marke: 
simply is not a part of the subject! 

It is difficult for me to refrain from offering some “‘laws” from the field of 
monopolistic competition as candidates for the category of “economic 
axioms.’’ Some of them are indeed quite self-evident—to any who are fami- 
iar with them. But I must state bluntly what seems appallingly evident tp 
me, that in awareness of the theoretical problems of this field, Professor 
Knight has not, in his own words, reached “the point where real discussion 
should begin.”’ Witness his dismissal of them as mainly due to imperfect 
knowledge! And the reason is not difficult to find. He is interested in “eco. 
nomic theory,” and these matters are not a part of the subject. This will 
seem strange to many, but apparently there is nothing to be done about it 
To Professor Knight, that is just the way “‘theory’”’ is. 

To summarize my own criticism, the subject of economics is changing 
rapidly. I believe that economic theory should change along with it. 


Davip McCorp Wricat: One may certainly agree with Dr. Ayres that 
the Keynesian philosophy did not spring suddenly into existence. It has 
roots, and Lord Keynes has described them himself: 

I regard Mr. Hawtrey as my grandparent and Mr. Robertson as my parent on the path of 
errancy. ... I find looking back that it was Professor Irving Fisher who was the great-grand 
parent who first influenced me strongly toward regarding money as a real factor. 


Again there is Alfred Marshall, Keynes’s teacher, and the father of the 
whole Cambridge school, whose testimony before the Gold and Silver 
Commission, December, 1887, shows striking hints, not merely of the 
Keynesian attitude, but of Professor Ayres’s own views. Marshall said: 


It seems to me that the great economic feature of this age, more important than ever 
other fact put together, is that the amount of capital is increasing many times as fast as that 
of population... . The “extravagant” American is saving more than any other person. ln 
spite of all the inventions . . . making new uses for capital in the form of machinery anc in 
other ways, this vast increase forces down the interest that can be got in business. . . ./ é 
not mean the growth of credit, I mean the growth of things, the actual excess of production owt 
consum ption. {italics added] I do not see any necessity at all why interest should be more thar 
2 per cent a century hence. I should not be at all surprised if a railway company could borror 
on debentures at 2, or even less than 2, per centin the next century.” 


Yet Dr. Ayres mentions none of these. 

It is difficult to escape the conclusion that Dr. Ayres’s well-known «ls 
taste for academic economists and business culture has led him to minimize 

1 J. M. Keynes, “Alternative Theories of the Rate of Interest,” Economic Journal (193') 


p. 242. 
* Alfred Marshall, Official Papers (London, 1926), p. 49. 
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he “orthodox” sources of Keynesian theory. Like many others, including 
Sir William Beveridge, he selects the elements which please him and dis- 
cards the rest. Such an outlook may be called “streamlined” Keynesianism. 

t would be interesting to discuss the genesis and the accuracy of stream- 
lined Keynesianism as an interpretation of Keynes’s book. The vital point 
today, however, is not how the system developed but whether it is a cor- 
rect guide to policy. Dr. Ayres adopts the Keynesian assumption that a 
large part of the short-run supply of real saving is “automatic,” and the 
writer would certainly concur. But he deduces from this assumption the 
apparent conclusion that we no longer need capitalism and that the prob- 
lem of economic welfare, once capitalism is overhauled, or abolished, will 
pretty well care for itself. With this one must disagree. 

The writer finds himself in enthusiastic agreement with the methodologi- 
cal content of Dr. Ayres’s paper and in equal disagreement with its policy 
implications. Certainly the economic whole can be greater (or less) than 
the sum of its parts. We cannot bake each egg and make a cake. Credit, 
as Marshall said in 1887, is different from capital. A great part of modern 
saving is automatic. But what has this to do with the pros and cons of 
business enterprise and capitalism? 

Dr. Ayres views the basic issue as one of obtaining an “‘institutional set- 
ting that imposes no obstacles to the growth of industrial plant and the 
improvement of technical methods.’’ He seems to feel that ‘modifying 
the flow of income” will do the main job. This point of view appears to me 
nearly as naively optimistic as the older Speneerian theory somewhere 
described as teaching that “‘we were all bound for heaven in a perambu- 
lator labeled evolution.” I submit that Dr. Ayres enormously underesti- 
mates the obstacles to ‘“‘planned”’ realization of the social heritage, and that 
he overlooks the broader implications of Veblen’s teaching regarding 
sabotage. 

Unlike Dr. Ayres, I do not believe that the association of science, com- 
petitive capitalism, and growth is accidental. I find my chief sanction for 
the competitive order in a principle which I will call “the law of deteriora- 
tion of self-perpetuating groups.”” Where access to the top is conditioned 
n the consent of those already there, promotion is likely to go to the agree- 
able conformist rather than the able explorer. The group in power increas- 
ingly surrounds itself with yes men. The caliber of the “palace guard” 
rapidly declines. 

| set up no myth of perfect competition. But will anyone deny that 
relatively to the feudal planned states which preceded it, the capitalist upper 
classes in this country have been more open to access from below than any 
society we know of? And it is precisely because of this that the new tech- 
nical idea has had so tolerable a chance. 

But a comprehensively plannned state implies eventual rule by a self- 
perpetuating group of specialists. For in planning what industries are to 
expand we almost inevitably plan what groups hold power. And how long 
will political freedom survive severe restriction of the right to transfer 
beyond the reach of an arbitrary bureau chief? The little business that 
counts is the little business that has a chance to be big business. It is time 
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that we liberals considered how much our redistributive income tax and 
other policies are serving to foster monopoly, to stratify society, and to 
hamper the independent access to the top on which technical progress— 
and even more important things—depends. 

Impressive relative short-run efficiency in certain instances of planning 
may often be explained by reference to what I will call “the idea of an 
imperial age.’”’ When ideological decay has undermined the sanctions for 
competitive change, when pressure groups begin to run riot, then cen- 
tralized power may be called in to reassert the general welfare. Undoubtedly 
in the short run the new control will be more efficient. It may realize fairly 
fully the latent technical implications of the state of the arts when it took 
over. But the springs of further progress are being drained. Thus the flower- 
ing of Roman life upd. Octavian led to no comparable further develop- 
ment. 

Professor Ayres seems to assume that the substitution of some form of 
“planning” for the pricing system will eliminate the conflict of individual 
welfare and social progress. The roots of many such opinions trace back 
to mechanical nineteenth-century applications of the hedonistic calculus, 
and to our habit of balancing the “‘disutility” of labor against the “utility” 
of consumption. An easy inference of the idea of ‘‘disutility” is that it does 
not much matter what a man does on the “job” as long as he does not do 
much. The inevitable change and occupational obsolescence of growth is held 
to create no problem, for one job will look nearly as good as another 
Such an opinion, even if it were possible to ignore the grosser forms of seli- 
interest, in their socialist manifestations, is still inadequate. It totally 
overlooks the instinct of workmanship and the pride of a man in his pro- 
fession. His artistic sense is outraged by the abandonment of his craft. 
“Capitalistic” sabotage should be called “security” sabotage. It arises 
because in a growing society—any growing society—some people will be 
hurt by change and they will do their best to prevent it. 

What good does it do to have “automatic” saving if that saving cannot 
be made effective? And how partial at this late date to see only the capital- 
ist obstacles to effective growth. Economic progress is a perpetual conflict 
between the dead hand of vested interests and the enterprize of the new. 
If my law of deterioration be applied, it seems to me that comprehensive 
planning, of the 97 per cent order, casts the balance of power fatally toward 
the dead hand. 

There are other implications of Dr. Ayres’s paper which should concern 
those intellectuals who espouse the opinion made fashionable today by 
FE. B. White out of Brahma via Thoreau (to say nothing of earlier writers 
that it is competition which is responsible for the ugliness and evil of 
modern society. How near Utopia we must be if only competition stands 
between us and the true and beautiful! 

But the clue to social progress, I submit, lies not in abolishing the com- 
petitive game but in improving the rules by education of the players. If acqui- 
sition helps breed selfishness, growing living standards make for unself- 
ishness. Putting the matter in a somewhat Chinese way, betterment comes 
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by inculcating an increasingly humane code of competitive “good man- 
ners.”’ As one does not seek to win a tennis match by hitting one’s opponent 
over the head, so we obtain progress by making it “bad form” to get rich 
in such ways as sweated child labor. Not the end of competitive acquisition 
should be our aim but the competitive acquisition of nobler things in a 
nobler way—the inculcation of higher aesthetic and ethical values. This 
last was Matthew Arnold’s concept of the role of criticism. 

Democratic progress, I suggest, comes through the existence and effect 
of an active censor class. This class in America may be roughly identified 
with the intelligentsia, and its long-run influence, as Dr. Ayres also seems 
to believe, has been immense. Increasingly, however, the intellectual is 
forsaking his critical function for active political intervention and his ex- 
cuse is that it is capitalism which creates the Philistine. 

| agree with such men in their stress upon the importance of the aes- 
thetic. I have an equal dislike for the sordid, hasty vulgarity of much 
modern life. But I cannot help feeling that in blaming the Philistine upon 
capitalism the intellectual is rationalizing his treachery to his higher aim 
and his selection of a weaker enemy. The roots of philistinism in our society 
co far beyond mere capitalism. 

Space is lacking to summarize the philosophic currents which have cul- 
minated in the modern attitude. But will mere planning bring beauty to 
. people whose thought is ‘“‘come unto me all ye that are heavy laden and 
| will give you—gadgets?” To get a plan adopted one must promise 
them more gadgets. Notice that Professor Ayres emphasizes industrial 
plant and technological achievement. What of the other, higher values? In 
the end, I believe, the intellectuals who destroy competition because they 
hate Main Street will find that they have destroyed the very diffusion of 
iuthority which protected them from Main Street. We know Babbitt the 
Business Man. What of Babbitt the Bureaucrat—the bureaucrat of the 
state theater? 

lhe basic moral dilemma of modern civilization is that progress, as 
Whitehead puts it, comes when a society can re-examine its presuppositions. 
But it is hard to make a religion of doubt without some day doubting the 

bts which makes doubt possible. Our scientific anarchy dissolves all 
lues, and, until we evolve a sanction which can resist its corrosive action, 

‘world will be a sick one. Much of the preoccupation of the intellectual 

th economics today is the product of despair. It is easier to “sell” the 
public on social security than on artistic appreciation. Do not misunder- 
stand me—we need both; but, if we only get the first without the second, 

r work in its highest sense has been a failure. 

In the realm even of technical economics the discouraged intellectual is 
taking the lower road. What is our talk of raising the average propensity 
to consume in the United States but a decision to enjoy what we have and 
‘et the outside world starve. As soon as we forsake our parochial preoccupa- 
tion with the American market, it seems to me nothing short of blasphe- 
mous inhumanity to speak of “too high” an average level of saving today. 
Hundreds of children are dying at this moment in Europe because the best 
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paid labor in the world refuses to work without two cents an hour more, 
And some intellectuals support them because they doubt if there are invest. 
ment outlets abroad for a margin of two to four billions a year! With what 
bitter irony a Chinese, a Russian, an Indian, or even a Frenchman must 
hear these discussions. But it is easier to preach consumption than to try 
to overcome the gigantic, ignorant prejudice against foreign goods which 
is our basic problem. 

In the short run the same bias swallows up all business cycle theory in 
the marginal propensity to consume. ‘“‘There will be a slump someday,” it 
is said, and Mr. Reuther feels he will prevent it by removing the profits lag. 
The fact of the matter is, however, that the rate of expansion tolerable in 
a democratic society is always faster than is consistent with steady advance, 
and this fact can be quite independent of profits lag and the marginal pro- 
pensity to consume. Can we “expedite” the housing industry and stabilize 
it at the same time? 

Lord Keynes has given us an apparatus which enables us to analyze 
short-run lags of effective demand and to propose ways of keeping them 
within bounds. But when it comes to the secular problem (though I have 
no way personally of knowing) I seriously doubt whether Keynes is still 2 
Keynesian. Can any man, genuinely considering the world as a whole, 
really believe that the average level of saving is redundant now or in the 
foreseeable future? 

Unless the intellectuals take renewed courage and return to the higher 
duties of criticism, the outlook for the Western world is dark indeed. And 
in the field of technical economics as well, we need a braver course. Con- 
ceding the need on occasion of short-run maintenance of demand, we must 
still realize that our greater duty, if we are really citizens of the whole 
world—the one world—is to remove obstacles to investment. 

My time has been brief and my presentation necessarily fragmentary. 
I do not wish to be understood as giving a blanket indorsement to the 
status quo. My philosophy is more truly revolutionary in many ways than 
most of those with a “radical” tag. But I feel that we are in danger of taking 
a fatally wrong turn; that we economists are betraying our duty for our 
ease; and that in confusing literal equality of income with democracy and 
redistribution with progress, we are far more likely to be destroying the 
“social heritage” than ‘‘removing obstacles to its enjoyment.” 


Victor ABRAMSON: Professor Ayres properly emphasizes the influence 
of the Great Depression in centering attention on real, as distinct from pe- 
cuniary, considerations, both in economic thinking and in the determins- 
tion of public policy. But, paradoxically, the Keynesians, whom he credits 
with touching off the recent “revolution” in economic thinking, have 
stressed monetary and fiscal programs of public action, to the neglect ol 
other appropriate measures which would affect the operation of the eco- 
nomic process more directly. 

The principal result of this revolution, according to Professor Ayres, 
has been the rejection of the classical orthodoxy that national well-being 
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rests on capital accumulation and this accumulation, in turn, on the sav- 
; of the rich. Professor Ayres anticipates that when there has been a 
realization that social goals are not limited to the growth of capital, 
individual savings the sole source of capital funds, it will become clear 
at we should properly treat our peacetime economy as we have our war 
economy—impliedly by having the state determine the volume and alloca- 
tion of capital resources. Society, no less than the individual, Professor 
\yres appears to say, may overcome the limitations of a lack of real capital 
by the necessary provision of funds; that is, authority to undertake enter- 
prise. From this he concludes that if power to create capital funds is given 
to the state, we may overcome the limitations that now hamper economic 
progress where capital accumulation rests largely on private decisions. 
~ But to present the issue in this way is to ignore the problem of choice 
hich will remain between the infinite variety of uses for the limited sup- 
ply of productive resources. There is no magic whereby the state can over- 
me this limitation; so that the issue resolves itself, as we have always 
nown, into a determination of the division of authority which will yield 
he best social results. A decline in the marginal efficiency of capital even 
zero will not obviate the necessity for its careful husbandry, because it 
is inconceivable that capital will ever become free in the economic sense. 
No matter what means are employed for determining the amount and dis- 
position of capital, therefore, choices will have to be made among the alter- 
itive uses for the limited (even though costless, except for maintenance) 
supply of capital. And if the supply of capital is tg be expanded beyend a 
certain point, there will also have to be a choice between consumption and 
saving. The atomic bomb project, which Professor Ayres cites as an illustra- 
ion of the new understanding of the significance of capital accumulation 
ind use, involved at the time of its inception a most difficult problem of 
, in view of its enormous size, uncertain prospects, and the broad 
range of military demands with which it had to compete. 

It is because they recognized that these problems of choice would never 
be overcome at any foreseeable time and not because they were “grateful 
to the rich” that the classical economists approached the problem of capital 

cumulation in terms of individual savings. They saw in the price system 

ns whereby individuals could be allowed a maximum of freedom in 

g expression to their own views of economic progress, through their 
sions concerning consumption and saving and the use of their time and 

rt. While under the system which they envisioned capital accumulation 
uld take place largely through individual savings, they ascribed no spe- 

al virtue to such savings as against any other rationally conceived choice. 
nd they understood with a fullness that is not common today the many 
tors which may influence both individual and national conceptions of 
uence. At the time the classical economists wrote, the primary economic 
blem appeared to be the accumulation of capital, and their analyses 
mphasized the importance of the savings of the rich as the source of such 
accumulation. But they did not accept capital accumulation uncritically, 
as the only proper test of economic achievement. Nor do those who today 
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follow in the classical tradition hold these simple views of the merits of th: J 
private enterprise system. 

Professor Ayres appears to regard the defense of the price system 
grounds of ‘“‘administrative indispensability” as weak—weaker even tha 
its justification as a stimulus to the accumulation of capital by the rich 
But “administrative indispensability” is only one way of saying “the bes 
of the known alternatives.” In a similar vein, Professor Ayres states thy: 
to accept classical laissez faire merely because the alternatives seem lex 
desirable is to indicate that it can “‘no longer be loved for its own sake.” 
But the choice is surely not the less to be admired because it is not solely 
of the heart. 

If the role of the price system is to be challenged, it must be through a: 
attack, wholly or in part, on the merits of individual choice as against the 
decisions which would be taken by the state. It cannot be assumed fy 
these purposes that the state is capable of creating capital resources with. 
out having to forego some other desirable goal of economic progress. Nu 
can it be considered that the wisdom of the choices which are made by 
the state will always necessarily excel those of the individual. For these ar 
the issues to be determined. 

I believe that Professor Ayres assesses the primary influence of the Great 
Depression most correctly when he points to its effect in bringing about: 
reappraisal of the roles that should properly be assigned to the individual 
and the state in our economic life. His citation of Cannan’s critique of the 
limitations of classical capital theory, as failing to give adequate weight 
to the activities and possessions of the state, and even to scientific and tech- 
nical information, as a part of the capital of society, calls proper attention 
to a basic deficiency. There can be no doubt that the Great Depression ha: 
had the pervasive result of stimulating an awareness of the importance «i 
the positive contribution that government can make to the maximizatioi 
of the social product. But it may well be that the final revolution will n 
take the form that Professor Ayres foresees. 

The primary thrust of the Keynesians has been to retain the operativ: 
mechanism of the price system (which Professor Ayres believes has ou'- 
lived its usefulness) and to bolster it by monetary and fiscal devices de 
signed to prevent its periodic breakdown. There is, however, a grow 
feeling in many quarters that financial measures of whatever nature at 
inadequate to cope with the basic economic problems we now conirot! 
unless they are accompanied by an effort to remove certain rigidities which 
at present encumber the free functioning of the price system. It is not for 
for me here to discuss the essential importance of the proposals which have 
been advanced for improving the knowledge of individuals and their re 
sponsiveness to market forces on a competitive basis. It is enough mere’) 
to note that they represent a rebirth of confidence that the maintenant 
of private competition is an enforceable objective, and one under whit! 
the price system can be made a useful sociai instrument. It is difficult 
know, from where we now stand, which revolution will triumph. The 
probabilities are, it may be hoped, that each will, in proper degree, to the 
exclusion of private monopolies unaccountable to the state. 
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Our vision of the impact of the Great Depression on economic thinking is 
likely to be distorted if we enforce our depression experiences, as Professor 
\yres has done, with references to our wartime experiences. The proper 
role of the state, even in the view of the neoclassicists, is greater in time of 
depression—and it is immeasurably greater in time of war, for reasons that 
are obvious. It is therefore easy to believe, when we view the generally 
accepted expansion of the role of government during the war and recite 
‘ts many achievements in improving efficiency (mainly in industries that 
are essentially of a war-nature) and in absorbing many of the ordinary 
unemployable, that the same means are equally appropriate for carrying 
out the greatly different tasks of a peacetime economy. While we have 


> cenerally experienced an aftermath of new controls as a result of the war- 


time role of the government, however, a proper assessment of the impact 
nust await the calmer days of peace. This applies as much to the economic 

nking of the period as to its specific manifestations in the form of action 
by the state. 


I 
thi 
} 


ApraM L. Harris: Professor Blodgett’s paper deals with two problems: 
1) the impact of the recent war upon abstract principles of economic be- 
havior and (2) the possibility, accentuated by the war, of a change in the 


' present form of economic organization. I am in general agreement with his 


statement of abstract principles and with his view that the war has not 
affected their essential character. The principles of economy—for example, 
those of diminishing marginal productivity and oppdrtunity cost—are axio- 
matic and, accordingly, valid wherever human wants are satisfied by means 
of a rational organization of economic effort, whether that organization 
takes the form of enterprise motivated by profit, collectivist planning, or 
of a joint control of industry by labor and management. The war has thus 
created no essentially new frontiers in traditional theoretical economics, 
vhich of course is not to say that the present state of the science is alto- 


» gether satisfactory. The new frontiers focused by postwar exigencies are 
» connected mainly with problems of progress, particularly those relating 
change in the form of economic organization. 


Wartime control of the economy has left us with a legacy of experiences 


: which seems to strengthen old habits of thought, looking toward a replace- 
» ment of competitive organization. As Professor Blodgett puts it, the ‘“‘lead- 


ing economic issue of the day has to do with the kind of economic system 
we shall have in the postwar period.” And he thinks that “the chances of 


finding ourselves living in a controlled and planned economy are excellent.” 


He supports his position by forecasting the adverse effect such governmental 

measures as guaranteed full-employment, maintenance of wartime “take 

home pay,” and the increase of minimum wage levels will eventually have 

upon an enterprise system. But these and the other measures mentioned by 

are simply concrete examples of a broad pattern of influences which 

t discontent with a market organization of economy and which make 

ment intervention in market operations necessary or desirable. What 

| miss in Professor Blodgett’s presentation is a consideration of this broad 
pattern. 
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If for no other reason than to provoke discussion, I should like to cal! 
attention to three features of this pattern. They are: (1) laws and policies 
of the federal government; (2) the gradual transformation of voluntary 
associations into instruments of economic power, recognised and supported 
by federal law; and (3) discontent with the enterprise form of organization. 

With respect to the policies and laws of government, mention can be 
made only of those pertaining to wages and prices, the prevention or en- 
couragement of monopoly, and the exercise of monopoly power. Postwar 
wage policies are designed to increase purchasing power or to maintain it 
at wartime levels while at the same time preventing an inflation of com 
modity prices. The policies reflect the prewar monetary and fiscal ideas of 
deficit financing and, also, the current agitation for full employment guar. 
anteed by the federal government to which Professor Blodgett referred. 
One seldom discussed aim of federal wage policy seems to be that of assur- 
ing workers a living wage; that is, a standard of comfort which may not 
be warranted by strict adherence to the principle of labor’s productivity. 
Such a wage is made to appear a reasonable charge upon industry by var- 
ious official government predictions concerning industry’s future productiv- 
ity and its ‘ability to pay.”’ These forecasts of course create an expectancy 
of wage increases which, in the absence of a rise in price, may be considered 
impossible by those who now bear the responsibility for making decisions 
in industry. Now the ideal of a living wage is a desirable social objective. 
But the question is how to achieve it without substantially altering the 
present form of economic organization. When the living wage exceeds the 
scarcity value of the labor in question and when, as is now the tendency, 
it is made a full charge against the employer furnishing the employment, 
it is difficult to see how it can be generally applied within the ambit of 
enterprise economy. The ultimate consequence of the policy appears to 
be something approaching general monopoly and, eventually, an authori- 
tarian control by government over prices, wages, and manpower. The 
immediate tendency is the substitution of the judgment of government 
tribunals for a market determination of income shares and, likewise, for 
collective bargaining within the framework of a relatively free economic 
system. 

The government’s fumbling and hesitancy in its treatment of business 
monopoly are hardly reassuring when one considers the present trend to- 
ward expanding governmental controls over economic life. The remissions 
of government in the face of corporate abuses and its laxity in prosecuting 
conspiracy in restraint of trade need only be cited as examples of its failures 
in curbing business monopoly. In government circles it is a somewhat 
prevalent notion that the main way to deal with business monopoly power 
is to encourage the formation of organized pressure blocs to offset it. The 
most powerful of the blocs recently established is represented by the great 
trade union federations. 

Trade unions arose as voluntary associations which for some time sul- 
fered some disadvantage in comparison with business corporations. Today, 
however, by virtue of public sympathy and federal law, they are instru- 
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all ents of incalculable economic power. The power as exercised by them 
les tends increasingly to substitute collective action and organized leadership 
ry for the market. The strategy in wage bargaining has come to be guided by 
ed the idea of absorbing as wage increases, gains from technical efficiency in 
n narticular industries, thereby preventing the translation of these gains 
be into lower consumer prices and expanding output which competition would 
n- ordinarily bring about. The policy if generally pursued would extend the 
ar collective bargaining process to include control over prices as well as wages 
it and, likewise, over output and the return upon investment. The establish- 
m ment of this control is the goal of at least one of the great labor federations. 
of Spokesmen for this organization have stated as their objective the establish- 
aT ment of joint control of industry by labor and management in a system of 
ed. “national democratic planning.” 
ur- Along with the growth in trade union power there have developed cer- 
lot tain beliefs and practices which are inimical to a free society. Among these 
ly. are: (1) the coercion of minorities and individuals which trade union 
ar- leaders justify by appealing to the principle of majority rule (the War 
IV Labor Board’s ‘‘maintenance of union membership” should be noted in 
cy this connection); (2) the belief in an absolute right to strike—a “right” 
ed which is defended by trade unionists on the ground of the individual’s 
ns normal right to quit work; and (3) the use of mass picketing to prevent 
ve. ingress and egress to markets which is held to be a mere extension of the 
the principles of free speech and assembly. 
ne The objectives and policies of trade unions, and, also, those of the govern- 
ment, have undoubtedly been influenced by a growing discontent with the 
nt, capitalist system. Some of the discontent is caused by imperfections of the 
system, notably by income inequalities which, incidentally, are to some 
to extent due to factors lying outside the economic system. But much of the 
discontent is animated by what Arthur Koestler calls an “‘anticapitalistic 
stalgia.”’ This feeling seems to originate in an antipathy to the ends by 
; which the system is typically motivated as a want-satisfying mechanism. 
lor Capitalism is condemned, not so much because it realizes its peculiar ends 
perfectly, but rather because, well, it is the kind of system it is. It is 
ccordingly condemned as “wrong” or “immoral” because it is believed 
to stress the pursuit of pecuniary values and to place a premium upon the 
raits of rivalry and emulation, which are said to prevent true co-opera- 
. In such judgments the strictly economic issue of efficient use of re- 
sources in satisfying wants is confused with a moralistic evaluation of 
profit making. They thus prevent an intelligent discussion which looks 
toward a correction of the practical defects of the capitalistic order. 
Professor Blodgett mentioned the probable loss of individual freedom 
nd responsibility as a crucial issue which a change in the form of economic 
‘anization presents. Another issue considered by him in this connection 
relates to the problem of incentives to productive efficiency. There are 
other questions which I think should be considered in addition to those he 
mentioned. All present programs of economic reorganization have as their 
central purpose the shifting of power with respect to the making of major 
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decisions in industry. Some of the programs propose to place this power in 
the hands of technicians. Others would have it transferred to the repre- 
sentatives of labor or to public bodies. But in any case efficient production 
would require that the power be exercised responsibly, which is to say that 
those who exercised it would have to accept the consequences of their acts, 


JoHN KENNETH GALBRAITH: In his concluding comments Professor 
Blodgett poses once more the issue of security versus freedom. He asks us 
whether we are prepared to abandon capitalism (which, by implication 
he defines as what we have now or had before the war), for a society in 
which, to use his adept phrase, there is freedom from want and freedom 
from fear but very little freedom. While professing to be indifferent as to 
the outcome—an indifference that I somehow suspect is not quite com- 
plete—he pleads for a deliberate choice. He fears that we will take the road 
to planning as the result of political innocence or be led along the path 
by subterfuge. He wants, instead, a planned decision between planning 
and no-planning. 

My question is whether the alternative that Professor Blodgett presents 
(and many other people are presenting it these days) is a real one. Do we 
in fact have but two roads: one leading to the all-powerful state with eco- 
nomic security but with complete direction of all economic decision and 
another that leads to individual freedom the price of which is insecurity? 
Professor Blodgett makes this point by assumption rather than by argu- 
ment and I should like to question his assumption. 

One of the landmarks along the road to total planning, Professor Blodgett 
believes, is social security—unemployment, old age, and survivors insur- 
ance and presumably sickness insurance. Now this, fortunately, is some- 
thing with which we have had some experience; it is not a ghost of the fu- 
ture but part of the record of the past. Did its introduction in the thirties 
change, in any very fundamental way, the structure of American capital- 
ism? I think not. Entrepreneurs retained their control over investment and 
production decisions, and it is hard to see how their incentives to lower 
costs and extend their market was impaired. The lodging of these powers 
of decision and these incentives with the owner of the capital assets or his 
designee is surely central to capitalist structure. I suggest that few en- 
trepreneurs could distill from the changes brought by social security any 
real diminution in their prerogatives. 

Fiscal intervention to support the level of employment, minimum wage, 
high trade union demands are among Professor Blodgett’s other landmarks 
on the road to total planning. I am inclined to think that much the same 
question might be asked about these as about social security. They are 
not new; did they, as we saw them operate before the war, strike at the 
fundamentals of capitalist organization? Professor Blodgett, to be sure, is 
thinking of the future—a future in which these several measures will be 
extended. But if we have come as far as we have without undermining 
capitalist institutions, is it not probable that we can go a bit farther? 

At least are there not roads toward security along which we can travel 
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if we are discriminating in our choice of paths. During the thirties we had 
for a brief period the NRA. That, with its quasi-government control over 
price and production decisions, did fundamentally alter the scope and 
character of the entrepreneur’s discretion. Under NRA he did surrender 
authority to the state or an agency of the state. A legacy of the thirties 
and the war are the high farm support prices. These have surely changed 
fundamentally the pattern of agricultural organization—especially if, as 
one can have good reason to suppose, they are retained for the next few 
years and supplemented by production controls. Under NRA had it sur- 
vived and under present farm policies if they survive, the individual en- 
trepreneur’s authority over investment, production, and price decisions 
has been transferred to the government. Here are measures which directly 
challenge the pattern of capitalist organization. 

If my argument is valid there are some measures looking toward increased 
security which are not in conflict with capitalist prerogatives. These in- 
clude some of the measures about which Professor Blodgett worries most. 
And there are other measures which Professor Blodgett does not mention 
that are seriously in conflict. The problem, therefore, for the man who 
wants to preserve capitalist institutions is not to issue a blanket indict- 
ment of all measures that enhance security. Rather it is to support those 
steps toward greater security of income and employment that are con- 
sistent with free decision by entrepreneuers and to indict those that are 
not. 

The notion that free capitalist institutions and security are totally in- 
compatible is, in my judgment, one of the most unfortunate clichés of our 
time. Perhaps it traces to the old Puritan doctrine that while you can 
have some good things in life you can have them only at the cost of some- 
thing else that is painful. I hesitate to think what would have happened to 
so-called “‘technical progress” if the idea had always had universal accept- 
ince. The first automobiles had a considerable advantage over the horse 
n speed and range; the price of these was considerably less security in 
arrival and return. I am sure my father when he bought his first Ford sup- 
posed that this insecurity was the price he had to pay for the virtues of 
travel by automobile. Detroit in those days, fortunately, was filled with 
Candides. They blithely set about building an automobile that had both 

eed and security of performance. For those who want the freedom and 
dynamics of widely decentralized decision in our economy together with 
enhanced security, the task may be the same. I am not so blindly opti- 
mistic as to suppose that there is an easy formula. But I doubt that at the 
outset we should conclude that the task is impossible—at least so long as 
there is evidence from our recent history that the paths to freedom and 
security are at least partly convergent. 
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MONOPOLY AND COMPETITION 
THE OUTLOOK FOR EFFECTIVE COMPETITION 


By GEORGE P. COMER 
Department of Justice 


As an economist on the staff of the Antitrust Division of the Depart- 
ment of Justice, I assume that I am not expected to review the whole 
field of economic conditions under which competition may thrive, but 
that I should confine myself largely to restraints of trade which are for- 
bidden by the antitrust laws. Obviously “effective competition”’ is a 
stool which stands on many legs only one of which is enforcement of the 
antitrust laws. 

I shall start out with the elementary proposition that the “outlook for 
effective competition” depends, among other things, upon a continuous 
and unremitting enforcement pressure of the Sherman Act largely 
administered by the Department of Justice and other antitrust laws 
enforced primarily by the Federal Trade Commission. My discussion 
will be largely limited to the policing effect of the Sherman Act. 

No profound economic philosophy is here attempted. The main text 
is as simple as the traffic lights on the street corner. Without them and 
the police force back of them, traffic would be worse than it now is. 
That is to say, monopolies and restraints of trade are bad and are getting 
worse, but they would be intolerable without the policing effect of the 
antitrust laws. “‘Other things being equal’’ the more money coupled with 
intelligent effort spent on antitrust enforcement, the more competition 
we shall have in American industry. It is as simple as that. I assume we 
are not discussing the merits of competition. With this elementary as- 
sumption, I should like to avoid arguments on general principles and get 
down to cases submitted as proof of the policing theory. 

I should like to tell you why in concrete terms an unremitting policing 
job is necessary for the survival of competition. This job is necessary, not 
because businessmen are criminals, but because the reports from the 
bookkeeping department indicate, in the short run at least, that monop 
oly and restraints of trade will pay if you can get away with it. It wil 
pay a large corporation to agree with its competitors on price fixing. It 
pays to operate a basing-point or zone-price system. If patent pools can 
be organized, especially with hundreds or thousands of patents covering 
a whole industry, the profits will be enormous. If an international carte! 
can be formed which really works, the very peak of stabilization and 
rationalism is reached. If the management of all the large units in an 
industry can get together with the labor unions in the industry, a num- 
ber of birds can be killed with one stone. And finally, if the government 
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‘an be persuaded to legalize the restrictive practices, the theory of 
“enlightened competition” is complete. 

The proponents of all this machinery of control are convinced that 
there is no sense to competition anyhow and that it is a destructive 
force inherent in nature which must be controlled and channelized as 
firmly as atomic fission. Naturally they are against ‘‘monopoly”’ also 
but not against its numerous synonyms. 

[ can think of no more persuasive arguments in favor of my thesis 

f unremitting enforcement of the antitrust laws to support effective 
competition than to review a few sample cases in some of the many 
patterns of monopoly which have developed in American business in the 
past fifty years. 

Price Fixing. I am not inclined to take the time of a group of econo- 
mists to discuss the question of price fixing. I assume that all of us will 
agree that it is economically unsound at the private level and that 
meetings of competitors in which such agreements are reached are to 
be condemned without further specification and discussion. 

Price Formulae. More subtle forms of price fixing, such as basing- 
point prices and zone prices, require further discussion than the simple 
price-fixing agreements. I do not want to stop the clock to argue the 
merits of the basing-point system. I shall rest my case largely on the 
statement that on May 26, 1942, the Navy opened bids for thousands 

' barrels of cement for delivery at seventeen points on the Atlantic 

Coast reading down from Portsmouth, New Hampshire, to Pensacola, 
Florida, and that although the bid price at each point of delivery was 
lifferent, the price at any particular point was identical for all companies, 
with minor exceptions. 

\t Portsmouth, New Hampshire, for example, sixteen companies bid 
dentical prices at $2.61 per barrel. The same number of identical com- 
panies bid $2.54 at Boston. At Philadelphia, thirteen companies bid 
$1.98 and at Dahlgren, Virginia, fifteen campanies bid $2.42. Immedi- 
ately someone says, ‘‘How could competitive prices of a standardized 
product such as cement be anything else but identical?’ To which I 
reply, “I do not know, but as a matter of fact they are not identical 
west of the Rockies as a rule.”’ 

(his identical bidding has been going on for at least twenty-five years 
in the cement industry and the files of the Department of Justice con- 
iin so many thousand identical bids on government contracts that I 
have become slightly intolerant in arguments on the merits of the 
basing-point system. When the system is working, as it usually does 
except in times of serious depression, every office boy can quote the 
price of cement at any destination in the United States by the use of the 
base-price list and the freight books supplied by the Cement Institute. 
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That is price fixing in its most mechanical and infallible form. If there 
is a mistake in the freight books, it must stand in the price quotation 
until corrected in the next edition of the Institute’s freight service. 

Normally and especially in a seller’s market, the basing-point system 
requires little private policing to keep it in smooth operation. If some- 
one becomes overambitious, especially a nonbase mill, which by as- 
sumption is heavily protected in its home market by the freight pattern, 
and desires to get a little additional business by shading the formula 
price, he can usually be brought in line by a friendly telephone call from 
a base mill, and if he persists, two or more base mills may get together 
by phone and plaster a punitive base on the chiseler at or near his home 
town. This punishment is too disastrous to be administered except under 
great provocation because it robs the nonbase mill of all freight pro- 
tection. 

The thesis is here maintained that formula prices—especially the 
basing-point systems—are among the most serious forms of price fixing 
and that whenever they are supported as they usually are by any agree- 
ments or collusive action in support of the system, antitrust suits must 
be prosecuted in the industry as surely and inevitably as the relations 
of cause and effect. This is the reason the Antitrust Division has a suit 
against the cement industry now pending in the Federal District Court 
of Colorado. 

Price Leadership. The control of prices through price leadership is one 
of the most far-reaching methods of price fixing that is used today in 
American industry. It seems to be as effective as the basing-point price 
system and far more widespread in its application. Price leadership is 
disastrous in two respects: first, because it does not pay anybody to cut 
prices in an environment where price leadership operates; and, second, 
because in times of depression it shifts the burden of reduced production 
onto the shoulders of the labor force. 

It does not pay producers to cut prices under conditions of price 
leadership because in half an hour after a move downward, all competi- 
tors meet the lower price and they all find themselves in the same boat 
with a lower price level and, most important of all, with a greatly re- 


duced margin of profit. That is to say, a 10 per cent reduction in steel 


prices, for example, may represent a 50 per cent reduction in unit profit 
As many industrialists have remarked in our conversations on price 
leadership, ‘‘Why should I not follow the leader in my price policy’ 
When he goes up, naturally I follow, or the board of directors will fire 
me, and when he goes down, I have no other recourse than to follow.” 
The net result of the price leadership pressure is that prices can move 
in only one direction; namely, upward, in terms of economic logic 
There are many long-run exceptions to this rule in new industries but 
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usually not in the short-run of the fiscal year, nor in the long-run for 
mature industries. 

The second effect of price leadership may be even more serious than 
inflexible prices because under conditions of leadership the forces of 
depression are shifted largely away from management onto the shoulders 
of labor in the form of unemployment. This is one of the most serious 
things I see ahead after V-Day plus three to five years. Stated in 
elementary terms, the bookkeeping department will probably be able 
to prove to the management of great industries that they will lose less 
money by keeping up the prices and turning off the men. The worst part 
of it is that the bookkeeper may be right by the normal tests of business 
expediency. How serious this situation may become is illustrated by a 
few statistics from the last depression. Beginning with A, in the case 
of agricultural implements, wholesale prices declined 14 per cent from 
the 1929 high to the depression low about 1933 or 1934. During the same 
period pay rolls in the implement industry declined 83 per cent. In iron 
and steel for the same period, prices declined 16 per cent and pay rolls 
75. In percentages, cement prices were down 13 and pay rolls 72; 
aluminum prices declined 21 and pay rolls 69; in tires and tubes, prices 
were off 20 and pay rolls 64. At the other end of the competitive spec- 
trum, in cotton goods prices declined 43 per cent and pay rolls 51 per 
cent; knit goods 42 and 42; leather goods, prices off 44 and pay rolls 42. 

It is apparent that the industries in which prices were the most rigid 
and pay rolls the most disastrously low were in the industries which are 
notorious for price controls either by price formula, such as steel and 
ement, or price leadership, to be charitable, such as agricultural im- 
plements, or outright monopoly as in the case of aluminum ingots. 

If you are interested in the wide scope of concentration of control of 
industries in which price leadership flourishes and therefore in which it 
will pay industry to support prices and cut the pay rolls, I refer you to 
pages 117 and 118 of TNEC Monograph 21 on Competition and Monop- 
ly in American Industry. I assume most of you are familiar with this 

cument. Therefore, I shall not labor the point. Starting with inlaid 
‘inoleum, in 1937 four companies produced 100 per cent of the supply. 
The following figures refer to percentage of supply controlled by four 
companies: electric meters, 100; refrigerating systems, 95.4; typewriters, 
1.2; tractors, 90.6; copper plates and sheets, 90.5; aluminum ware, 
40.5; passenger cars, 90.4; electrical transformers, 87.8; window glass, 
85; cigarettes, 85; rolled steel, 84; rubber shoes, 83; matches, 82; electric 
motors, 79; steel plates, 79; rubber tires, 76.5; granulated sugar, 76; 
and wool goods, 76. 

It is here maintained that when a handful of companies control the 
supply of products in dozens of industries such as are listed in the 
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TNEC tables, the burden of the coming depression will be thrown 
on the labor force to a greater extent than ever before. Management 
will be under almost irresistible pressure between the board of directors 
and the bookkeeping department to hold the price line and cut the 
pay rolls 50, 60, 70, and 80 per cent. I do not need to tell this group of 
economists what that means in terms of economic disaster both to 
the workingman and to the whole economic system when the purchasing 
power dries up to the tune of 75 or 80 per cent of the pay rolls of the 
great industries of the country. 

You may ask what this all has to do with enforcement of the antitrust 
laws. Just this: in a great American industry with standardized, sup- 
posedly competitive products, no producer under the theory of com- 
petition has the right to be in a position where he can decide whether 
his policy shall be one of high prices and restricted production or low 
prices and high production. The very conditions of choice assume a con- 
siderable degree of monopoly or tacit agreement among competitors. 
If the industry is truly competitive, he has mo choice in the matter. He 
will do like the farmers do—produce as much as he can and sell at the 
market price. 

From the point of view of antitrust enforcement, the only way to 
bring about a reduction in the power of price leadership is a long and 
expensive series of dissolution suits, so that four or six or eight com- 
panies will not control 70, 80, 90, or 100 per cent of an industry. 

Trade Organizations. The better and more vigorous the trade organiza- 
tions in a particular industry, the more likely they are to violate the 
antitrust laws. It requires a distinct act of the will to hold down as- 
sociation enthusiasm below the line of restrictive practices. “Reasonable 
competition,” ‘‘standard specifications,” ‘regular channels of trade,” 
“realistic statistics” are all appealing sirens on the way to the precipice. 
I have a genuine admiration for the successful trade association ex- 
ecutive who keeps the morale of his organization at fever heat without 
violating the antitrust laws—if such there be in this imperfect world. 

Take the case of association statistics. Of course, we have got to have 
statistics of production, of sales, of inventories, of prices, of rejects and 
returned containers, but these are dead and uninteresting figures. Why 
not have the same tabulations by individual companies for the members 
of the association? Then having the statistics over the years by com- 
panies, what is more natural than to watch the growth of your com- 
petitors? And then as some competitors forge ahead over the years, why 
not do something about it both individually and in concert? It appar- 
ently is well known in many industries who gangs up on whom as par- 
ticular individuals forge ahead in the monthly reports. The next step !s 
so logical that it is irresistible; namely, figure the moving five-year aver- 
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age of the position of each company in the industry and see to it that 
each operates within a close percentage of its quota for the coming year. 


Some highly reputable association counsels have been greatly shocked 
whet 1 we moved in on their quota systems, because their professed 
ition was to “stabilize” the industry and bring about “reasonable 

mpetition.” In 1937 we gave one of the big association engineers a 
clean bill of health after some interviews but two years later, on com- 
plaint, we moved in again and found quota assignments in many in- 


dustries literally all over the place. This is offered in support of the main 


thesis that constant vigilance is the price of competition. 

The misuse of statistics by trade associations in restraint of trade is 
only one of a dozen kinds of activity which must be watched regularly 
to keep them on the straight and narrow path. 

Those of you who are familiar with the lumber business know the 
magic of “grade marking”’ from Coast to Coast and from the Gulf to the 
Canadian border which is sponsored by all of the lumber associations. 
If you have followed our cases you will recall that beginning with this 
pre sumably legitimate association activity, many abuses developed, and 
in some areas a contractor would not get any more grade-marked lumber 
if the so-called “inspector” found a maverick on the building site. 

Special forms of trade association activity are the rate-making con- 
ferences which determine railroad rates and the rating bureaus in the 
insurance business. Time and space do not permit an examination of 
these price: fixing activities beyond the mere statement of fact that in 
the case of railroad rates, committees are meeting constantly all over 
the United States for the purpose of grinding out the grist of rate 
changes. It is a popular theory that the ICC fixes railroad rates. As a 
matter of fact, they give special attention to the upper and lower limits 

‘the “zone of reasonableness.”’ Although all rate changes are filed with 
ICC, they formally approve or disapprove only a small percentage of the 
rates submitted by the various committees. This situation is now under 
review in the Federal District at Lincoln, Nebraska, in the Western 
Agreements Rate case. 

In the case of fire insurance, representatives of the insurance com- 
pany meet usually in each state and fix the rates on the buildings in all 
the cities of the land. On the day before this paper was dictated, namely, 
December 3, the Journal of Commerce of New York contained a list of 
rate changes for that day covering 148 addresses. If an insurance agent 
wants to renew a policy on a building at 600 Amsterdam Avenue, he 
phones the New York Rating Bureau and asks for the rate. The same is 
true of 94 Houston Street West or 629 Avenue U, Brooklyn, or 43 
Vernon Boulevard, Long Island City. The procedure of fixing the in- 

urance rate on a specific address is the result of a great deal of mumbo 
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jumbo. I have on my desk, for example, a fire insurance rating book of 
several hundred pages, by means of which rates may be calculated op 
any structure at any location. This book apparently represents quite a 
scientific system of rate making but the rates by states in relation to 
fire losses do not seem to bear out the scientific assumption. Not only 
the rates but the loss ratios (percentage of losses to rates) vary all over 
the map from state to state, city to city, and from class to class of risks, 
The ordinary man occupying the buildings across the street will pay 
the book rate, but the owners of skyscrapers will not. When any risk 
gets big enough to justify an insurance broker, he takes all the specifica- 
tions and peddles them around to the various insurance companies and 
gets a rate that is unbelievably low. As you know, the antitrust indict- 
ment against ninety-six insurance companies was stopped by an Act of 
Congress which permits a moratorium until January, 1948, to give the 
states additional opportunity in regulating fire insurance rates. 

Patents. Monopoly controlled by means of patents is too broad a 
subject to be discussed in anything more than skeleton form at this time 
and place. In great ranges of industry the primary use of patents is for 
purposes of price control. Nearly ten years of antitrust work seem to 
indicate that such price control methods may be the rule rather than 
the exception in the patent field. In the case of gypsum board, for 
example, twenty years ago someone folded the edges of the cardboard 
over the plaster to keep them from chipping. That was patented and the 
United States Gypsum Company today, we allege, controls the price o! 
all gypsum board through patents of this simplicity. Incidentally, you 
would not know the difference between so-called “gypsum lath” an¢ 
gypsum board if I held the two samples up before you, because sub- 
stantially there is no difference except the quality of paper on one side; 
yet the list price over a period of years was $13.00 a thousand for the 
gypsum lath and $23.00 per thousand for gypsum board. The porous 
paper back of the so-called gypsum lath takes a finishing coat of plaster, 
and it must meet the competition of wood and steel lath, whereas the 
gypsum board with a smooth paper finish on one side may be used as the 
finished wall. The price differential of $10.00 for these essentially identi- 
cal products is maintained by patent license agreements among the 
eight or ten manufacturers, according to the government’s allegation 
in the case. 

In one of the government exhibits in the gypsum case there is found 
this statement by the president of one of the large companies: 


The United States Gypsum Company has been working on a plan to stabilize the gypsu™ 
industry and has offered to license the entire industry under the new method of manufacturing 
gypsum board known as the “bubble system.” The licensing agreements submitted to caci 
the wallboard manufacturers contain price-fixing clauses and under the agreements submitte: 
the prices of wallboard would be fixed for the whole industry for the term of approximate) 
seventeen years. 
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That, I submit to you, is how it is done. 

Most of the patent pools, however, are far too complicated to outline 
convincingly here. Usually the details pile up into a confusing mass 
which does not seem to mean anything. In the case of synthetic nitrogen, 
for example, the operators of one of the new war plants in preparation 
for offering a bid to the government looked into the patent situation to 
see what they were running into after the war. At the expense of many 
thousands of dollars their attorney uncovered approximately 1,800 
patents on synthetic nitrogen processes running back through Standard 
Oil, du Pont, and Allied Chemical to Imperial Chemical Industries of 
England and on back to I. G. Farben in Germany. Obviously you can- 

ot make any sense out of such a mess as that. The only thing to do is to 
pay the royalties or face infringement suits. 

In the now famous Hartford-Empire case in the glass container in- 
dustry the president of one of the great companies more than a quarter 
ofa century ago wrote in part as follows: 

Working as one unit properly financed and properly organized, this unit owning or con- 

ing the most modern patented automatic machine processes for the various fields of ware— 


is such glass formulas, would, within reasonable time, dominate the entire glass industry 
» in the states as far as manufacturing methods are concerned. 


This prophecy came true letter by letter as the record in the Hartford- 
| Empire case will show. 
[here is one other patent case that is quite dramatic i in the light of the 


war. A little insert of tungsten carbide in the cutting edge of a machine 
tool will slice the hardest steel like butter. Not long ago I watched a 
machine tool roll off the shavings a quarter inch thick. I said to the 
operator, “Is that a carbide tip?” He grunted and said, “Of course. 
What else could do that?” I got the impression that the machine was 
cutting about a hundred times faster than with a tool of tungsten steel, 
the next best. Before the war Germany had tungsten carbide and let 
General Electric sell it. There is a long story of restrictions connected 

th it, but in round figures when several firms were competing it sold 

about $50 a pound on a cost basis of around $25 per pound. When 
rupp in Germany and General Electric in the United States got 
ontrol of patents, the price went up to $450 a pound with a descending 
cost curve at somewhere around $12 to $15 a pound. After the Depart- 
men | of Justice moved in the price came down to about $40 per oe 
which still shows a handsome profit. As in several other patent cases 
we were lucky in moving in soon after Munich. 

Labor and the Antitrust Laws. Ordinary labor union activities are 
exempt from the antitrust laws. Therefore, there is no occasion to review 
here the labor problems which make the newspaper headlines. However, 
there are a number of labor activities in relation to restrictive practices 
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of producer groups which should be listed in any discussion of the out- 
look for effective competition. Before the war some jurisdictional strikes 
and boycotts of employers were believed to be sufficiently restrictive of 
interstate commerce to justify several antitrust suits, such as the 
Hutcheson case in St. Louis, the Petrillo Musicians case in Chicago, and 
the several electrical workers cases in New York. However, the Supreme 
Court finally held among other things that the main points at issue were 
“labor disputes” within the meaning of Section 20 of the Clayton Act 
and Section 4 of the Norris-LaGuardia Act, and therefore the unions 
were exempt from antitrust prosecution. In view of this decision, jt 
seems unnecessary to review these cases in detail. 

In other cases brought before the war it was alleged that the unions 
joined with producer groups in price fixing, control of production, and 
boycotts against competitors. In the San Francisco Bay area, for ex- 
ample (U. S. v. Lumber Products Association, Inc., et al.), it is alleged 
that manufacturers of finished lumber and lumber products in agree. 
ment with the labor union shut out the shipments of similar products 
from Oregon and Washington and gave an increase in wages as a quid 
pro quo for higher prices supported by labor boycotts of foreign lumber. 
The jury returned a verdict of guilty with respect to many of the de- 
fendants and fines were assessed totaling $118,000. The Circuit Court 
of Appeals affirmed the judgment of the lower court. The case is now on 
appeal to the Supreme Court. 

Joint Labor Bargaining. From the point of view of economic restraints 
of trade,’ the growing practice of joint or group bargaining by the em- 
ployers in particular industries may become one of the most serious 
problems to be faced in that borderland between labor and employer 
agreements. Normally we think of collective bargaining in terms of an 
agreement between a particular employer and a particular labor union 
Gradually the union activity has spread to entire industries so that an 
industry union bargains as a unit with the several producers of the in- 
dustry. The next step which has become more and more prevalent in 
recent years is for the employers in an industry to get together and 
present a united front against the union whether of the A.F.L. craft 
type or the C.I.O. industrial type. If this practice should spread over all 
the principal industries of the country, we might have the spectacle 
of industry and labor combining against the consumer, because the easy 
way out of a wage dispute would be to bind all competitors to the same 
scale and pass the increases on to the consumer. This does not imply 
that labor should not get increased wages, but if there is no effective 
opposing force in the form of the financial interest of the employers, 


' There is no implication in this discussion as to whether these economic restraints may % 
illegal. 
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then the checks and balances of the competitive system are eliminated 
nd there is no place to stop. 

(he group action of trade associations in the labor field covered a large 
number of companies and many labor groups. There is reason to believe 
that the practice has grown enormously during the war years. In 1939, 
4 tentative tabulation indicates that about 1,750 employer associations 

rgained jointly with labor. These represented at least 50,000 member 

mpanies employing approximately 1,500,000 workers. 

Since that time a number of major industries have taken up the 
practice but the quantitative statistics are not readily available. 

The Antitrust Division has had no cases in this field of joint labor 
bargaining. Therefore these remarks have no relation.to the policy of 
the Department of Justice in regard to the matter. 

The problem is, however, of sufficient importance, in my opinion, to 
be followed up factually by all students of labor-employer relations, 
because labor on the one hand and the consumer on the other hand 
could be whipsawed by the united front of the employers. In some cases 
wages may be held down by agreement among employers and/or in 
other cases Consumers may be made to pay the price of peace between 
the two factions. 

International Cartels and Agreements. I am not as optimistic about 
the outlook for effective competition in the fields of international trade, 
commerce, and communications as I am in the domestic field. Inter- 
national agreements of high and low degree are developing on every 
hand. Every newspaper has a bewildering array of plans. International 
shipping has been cartelized for a generation. Now air transport is up 
for regimentation. International communications by cable, radio, and 
telephone are likewise being consolidated. Export associations under 
the Webb Act are taking on a new lease of life, and agreements affecting 
international commodities are under constant review. These run all the 
way from wheat to petroleum and from tin to cotton. In stating this as 

n economic fact, no appraisal of the economic right or wrong is implied 

‘some of the agreements—especially those at the government level. 

l'ypes of Agreements. A further examination of the cartel forces back 
i the newspaper headlines permits a rough classification of the inter- 
national agreements that are presently current. Beginning at the lower 
end, these may be classified as: 

|. Private cartel agreements typified by international patent agree- 
ments, aluminum agreements, the copper agreements between the wars, 
and the many divisions of Gaul into three parts by the world chemical 
interests. 

. . One stage higher are the international agreements developed 
privately but sponsored either at the front or back door by the in- 
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terested governments. Examples of these are the international tin agree- 
ments, the rubber, sugar, and coffee agreements. 

3. Somewhat offside in the classification are the export association 
agreements nominally under the Webb-Pomerene Export Act. Examples 
of these are phosphates, sulphur, flat glass, and occasionally steel and 
copper. 

4. The full flower of international economic cartels is represented by 
the various commodity agreements negotiated by the interested govern- 
ments. Among these are the wheat agreement, coffee and tea, with 
discussions of cotton, meats, rubber, sugar, and other basic commodities, 
If this last classification somewhat overlaps the second, namely, pri- 
vately sponsored with a government front, it is because in many cases 
the wraps have been taken off and full-fledged government responsi- 
bility is being assumed. 

The decline of competition in the international field for the great 
basic commodities is so pronounced that an examination of the facts 
in some detail is justified in a few illustrative cases. 

Private Foreign Agreements. My pessimism regarding private in- 
ternational cartels is not deep so far as they affect domestic commerce, 
because, with the continued support of the Congress, a vigorous en- 
forcement of the antitrust laws can break them up. These cases are only 
broader and more difficult to handle in the courts than domestic monop- 
olies. It required about five years to win the aluminum suit which had 
its international angles, about two of which were in the courtroom. The 
atabrine and tungsten carbide suits based on international restraints 
were successful. Our timing with respect to the war was quite lucky in 
both cases. German control over atabrine, the only quinine substitute, 
was broken about the time of Munich. As a result when the Japanese 
overran the world sources of quinine, an American-made substitute was 
soon available in large quantities. The statistical record of the enormous 
wartime production of atabrine for the armed forces speaks for itself. 
The subject is not closed, however, because the patent pool was for the 
duration. What happens to atabrine and quinine after the war will 
depend in part upon our vigilance. 

Tungsten carbide was another victory for somebody. As indicated 
earlier in this discussion, it sold for $50 a pound soon after it was first 
introduced several years ago, but when Krupp and General Electric 
obtained control of the American market through patent agreement the 
price went up to $450 a pound. Later when the antitrust suit was 
brought, the price came down to less than $40 per pound. The danger 
involved in the agreement was not the cost of tungsten carbide but 
in the fact that American cutting tools were many years behind those 
of Germany because in peacetimes no one would pay the price for the 
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carbide as compared with the much less efficient tungsten steel. 

To the extent, therefore, that international private agreements 
restrain the domestic trade in the commodity, they are amenable to the 
antitrust laws and they need not be discussed in further detail here. 

Private Sponsors with a Government Front. In the early days the in- 
ternational tin and tea agreements were made at the private level but 
cradually the several governments became interested and by the late 
thirties the agreements had a considerable degree of respectability. In 
1940 the world production of tin was about 236,000 long tons. Of this 
amount nearly 150,000 tons was produced in the Far East—Malaya, 
Netherlands Indies, and Siam. The remaining tonnage was largely in 
Bolivia at about 38,000 tons, and Belgian Congo and Nigeria at 25,000 
tons. The cost of production was probably lowest in Malaya followed by 
the Indian Islands and Siam. Next on the upward cost curve would be 
the African mines and highest of all in unit costs is Bolivia. This cost 
pattern creates a price problem of the first magnitude. If the world price 
of tin is high enough to support the Bolivian mines, enormous profits 
accrue to the low-cost Eastern mines. Available cost estimates run to 
the effect that some Far Eastern mines have an operating cost as low as 
$240 per ton as compared with an average world price of tin of about 
$900 per ton, or four times the low cost. Figuring Far Eastern averages 
as around $400 a ton, the profits are enormous fot the bulk of the world 
production. 

As a matter of fact, in the absence of an international antitrust law, 
the government front for the International Tin Committee may not 
be important because a few interrelated groups control the world tin 
supply. The large Bolivian interests have great slices of the securities 
of the tin mines in the Far East and of the tin smelters in Europe. Like- 
wise, the English and Dutch tin interests are interlocked with the others 
in the mines and in the smelters. 

As the situation stands now, the United States has a tin refinery with 
almost 100,000 tons annual capacity which equals the bulk of our tin 
requirements over the long average, but all of the tin ore is scattered 
irom the Andes to the East Indies; the best of it is exactly a world away 
from our refinery and practically all of it is controlled by the Inter- 
national Tin Committee. There I leave the statement of fact respecting 
the tin cartel. 

Export Agreements. Under the Webb-Pomerene Export Act, American 
companies may combine for the purpose of developing the export 
market. In practice many of the export associations have entered into 
agreements with foreign producers to divide up world markets and to 
fix world prices. Whether or not this is legal under the Webb Act remains 
to be seen. Although the administration of the Webb Act is vested in 
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the Federal Trade Commission, some of the monopoly angles have been 
examined by the Antitrust Division from the point of view of the 
Sherman Act in the pending case against the Alkali Export Association, 
The principal products of the alkali industry are caustic soda, soda ash, 
and bicarbonate of soda. Equally important in one branch of the in. 
dustry is the production of chlorine jointly with alkalis by the electroly- 
sis of salt. These are basic chemical products produced all over the 
world and, as was to be expected, as soon as the Association was formed 
and presented a united front in the export field, trouble arose all over 
the world. In the Far East the Association disputed the market with the 
British Imperial Chemicals. The Japanese alkali producers were also 
encountered. In South America both I. G. Farben and Imperial 
resisted the incursion from North America and in Europe the Belgian 
Solvay Company held the line against American exports with the co- 
operation of I. G. Farben and I.C.I. These chronic disturbances in the 
alkali trade required vigorous measures of control. Threats, boycotts, 
and complaints by foreign groups against the construction of new 
American plants were routine measures to suppress competition. I. G. 
Farben even went so far as to threaten exports to the United States 
(God save the mark) if the American “bootleg” exports outside the 
Association were not brought under control. 

Asa result of these pressures in the alkali markets all over the world, 
the Association joined with foreign producers in a stabilization program. 
World markets were allocated and the whole industry frozen into a 
pattern. Belgian Solvay was given continental Europe; Imperial Chemi- 
cal, the British Empire with some additions; the American Association, 
in addition to the United States market, was given Canada, Mexico, 
the Caribbean Islands, and the remainder of Gaul was split into several 
parts with the I.C.I. getting the larger percentages, such as 80 per cent 
in China, 75 per cent in Brazil, and 65 per cent in other South American 
countries. Technically, the Alkali Export Association is not supposed to 
have any effect on the domestic industry under the provisions of the law. 
As a matter of fact, exports were excluded and domestic prices were 
stabilized under the agreement. 

I leave the question with you as to the effects of Webb export as 
sociations on competition in international trade. One school of thought 
maintains that the associations are necessary to fight fire with fire and 
that with cartelization abroad the only way for American producers to 
get a fair share of world markets is to present a unified front. Anothe! 
school of thought holds that the Webb associations are the hané- 
maidens of cartels and that where foreign industries are cartelized, the 
Webb association is a ready-made organization to be taken into the 
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international cartel as a full-grown member in good standing for the 
division of world markets and international price fixing. I am inclined 
to agree with this last point of view and although Webb associations 
may be desirable in promoting our foreign trade, the outlook for the 
competitive system across national boundaries is not bright in this field 
of cartelization. 

International Commodity Agreements. Time and space do not permit 
more than a reference to a few international commodity agreements, 
such as coffee, sugar, tea, wheat, and rubber. 

The coffee agreement is an example of a fully approved agreement at 
the government level. 

The United States consumes about 50 per cent of the world’s export- 
able surplus of coffee, and Brazil exports 50 per cent of the world’s 
total. Therefore, these two countries are at the opposite ends of the 
balancing mechanism. Under the agreement, quotas are fixed for the 
important producing countries. The original quota of October, 1940, was 
15,900,000 60-kilo bags, practically all of which was assigned to the 
signatory countries. Of this amount, Brazil received a quota of 9,300,000 
bags, Colombia 3,150,000 bags, and the 3,000,000 bags were scattered 
among twelve other Latin-American countries. During the war these 
quotas were shifted from time to time. This is a fully legal agreement, 
Congress having approved participation by the United States in a joint 
resolution on April 11, 1941. 

There has been an international tea agreement for many years 
sponsored primarily by the planters in the Far East. It covers approxi- 
mately 80 per cent of the world’s export supply of tea and affects about 
75 per cent of the tea imported into the United States. The tea agree- 
ment began by the planters of the Far East getting together and ended 
by the government taking over. Among the early reports of the Inter- 
national Tea Committee is the statement that the control scheme has 
yielded valuable experience: 

In the first place, it has confirmed that adversity is a wonderful stimulant to agreements, 
in regard to the establishing of a control scheme of this kind. . . . The strength of the scheme, 

ever, has been due to the fact that it was initiated by the producers and this demonstrates 

portant point which ought to be considered in all schemes of control; namely, that there 
etter chance of success where the ideas of control are conceived by the industry itself and 
not imposed by government. 

Arguments were made to the effect that it is impossible to give the 
consumers representation on the control committee because ‘‘the dis- 
tributing trade in the various regions as buyers are much too individual- 
istic and competitive.”’ 

The committee then yields a point by agreeing to have representation 
of consuming countries at the government level rather than at the 
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private level. Later the interested countries take over and the govern- 
ment appoints the representatives on the committee of the producing 
countries. 

There was an international wheat agreement in 1933 “‘to adjust the 
supply of wheat to effective world demand and eliminate the abnormal 
surpluses which have been depressing the wheat market and to bring 
about a rise and stabilization of prices at a level remunerative to the 
farmers and fairer to the consumers of breadstuffs.”’ Under this agree- 
ment, export markets were allotted among Argentina, Australia, 
Canada, and the United States. A second agreement was concluded in 
1942, and stocks and exports were to be brought under still tighter con- 
trol. The International Wheat Council estimated the world export 
surplus and assigned it on a percentage basis to the four countries named 
above. Argentina got 25 per cent; Australia 19 per cent; Canada 40 per 
cent; and the United States 16 per cent. Stocks in the various countries 
were limited to both a minimum and a maximum. Prices were also fixed 
on a basic minimum and a basic maximum both f.o.b. and c.i.f. and 
adjustments were provided for fluctuations in rates of exchange. The 
wheat agreement is still in nominal effect in spite of the war and the 
controls promise to be tighter as economic peace approaches. 

I have no occasion to discuss the petroleum treaty now before the 
Senate, but the control of world petroleum reserves back of the treaty 
is a matter of great importance. Prior to the war, the United States was 
the world’s great source of petroleum, both with respect to actual 
production and the estimated reserves. I shall not burden you with the 
production statistics but the reserve figures in round numbers are in- 
teresting. World petroleum reserves about 1940 were estimated to be in 
the neighborhood of 50,000,000,000 barrels, of which the United States 
had about 20,000,000,000 barrels or about half, Russia 6,000,000,000 
barrels, with the next highest at about 5,600,000,000 barrels in Vene- 
zuela. The great basin of the Persian Gulf was a question mark in the 
public print, although a few oil companies were keeping their own 
guesses to themselves. Then came the great demand for petroleum dur- 
ing the war and the Persian Gulf began to catch the headlines. At first 
the reserve guess was about 17,000,000,000 barrels, then it was put up 
to 27,000,000,000, then 50,000,000,000, and finally by reputable geolo- 
gists a guess of 100,000,000,000 got into print. These estimates, however 
inaccurate, probably mean that the world balance of petroleum has 
shifted from the United States to the Persian Basin. 

There is no occasion for worry about the domestic supply of petro- 
leum, in terms of the absolute, but in terms of the economics of cost and 
price, another story is in the making. All over the Persian Basin in 
Iran, Iraq, the islands bordering the sea, in Saudi Arabia, and the little 
principalities of Kuwait and Qatar, the reserve figures run in terms 0! 
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billions of barrels even though only a well here and there has tested the 


- sands. When the projected pipe lines are built to the Eastern Mediter- 
ng ranean of which there will be half a dozen a foot in diameter or more, 
the oil will spout into the tankers for world distribution. It will stop on 
the the way in France, Italy, and England, especially at Liverpool, and 
nal then perhaps it will spread up and down the American seaboard. What 
Ing happens to Venezuela and the oil fields of the United States is a question 
the of the arithmetic of cost and price on the one hand as against restrictive 
ae control on the other. 
lia, Laying aside the question of the treaty, I hasten to add that the 
{in calamity facing the American oil fields by a flood of Persian oil is not 
wal as imminent as superficial figures would seem to indicate. This is so 
ce because half a dozen great oil companies control the world’s supply 
ne 


of petroleum outside of Russia. I think that statement is worth repeat- 
per ing for emphasis. A half dozen companies own the world’s petroleum 
supply and they are interlocked in practically every great field. In 


xed Venezuela, for example, the Royal Dutch Shell, the Gulf Oil Company, 
and and the Standard Oil Company of New Jersey are in a definite per- 
The centage partnership for a large proportion of the production and 
the reserves. In Iran the Anglo-Iranian Company has all of the fields, but 

the Anglo-Iranian is in partnership all over the world with many of the 
the other oil companies. In Iraq, for example, Anglo has 23.75 per cent; 
pat) Royal Dutch 23.75 per cent; and Socony-Vacuum and Standard of New 
3 Jersey another 23.75 per cent between them. Note the accurate per- 
tual centages of joint ownership. French oil interests have another 23.75 
| the per cent and a local Persian capitalist, the remaining 5 per cent .In 
in- 


Kuwait, Anglo-Iranian and Gulf own reserves on a fifty-fifty basis 
oben estimated at about 10 billion barrels. In Saudi Arabia and Bahrein 


wales Island, Standard of California and the Texas Company own the con- 
000 essions on a fifty-fifty basis. 

— With the interlocking controls indicated by these precise percentages 
1 the and with the heavy representation of American companies, I do not 
alg look for a flood of Persian oil on the American markets, treaty or no 
dur- treaty. Again referring to the text, the outlook for effective competi- 
rst tion in the international petroleum industry is not bright. 

it Up Iniernational Trade and Communications. Other international indus- 
eolo- trial arrangements at the government level are of great importance to 
me the American economy. Among these are international air transport 
has arrangements,” inst~ntaneous international communications, and the 

proposed petroleum treaty now before the Senate. 

_ * A straw in the wind is the report that about November 1 the English Government an- 
t at nounced that all civil aviation of England is to be put in the hands of a corporation wholly 
3in in owned by the Treasury and that the English Government also intends to purchase the whole 
little a ‘he capital stock of Cable and Wireless, Ltd., which owns and operates the British net- 


'k ol overseas communications. The communications properties will then be partly re- 


ms ol sold to the Dominion and Indian Governments. 
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manageable subject involving about the same problems is the pending 
proposal before Congress to consolidate into one corporation in the 
United States all the overseas instantaneous communication; namely, 
cable companies, the overseas radio, and overseas telephone facilities. 
The arguments in favor of the consolidation are, among others, that the 
cable companies and some radio connections will be saved from extinc- 
tion by the merger. This salvation is proposed on the assumption that 
cable connections are necessary for national defense and for continuous 
and confidential commercial operations. Another argument is that the 
radio wave lengths for overseas connections are scarce and that these 
would be economized by assigning them to one rather than half a dozen 
competing companies. The major argument, however, runs to the effect 
that we need to fight fire with fire—that foreign radio and cables are 
consolidated and in most cases are operated directly or supported by the 
government. Therefore, a strong, unified American company is neces- 
sary in order that we may demand and obtain a fair percentage of the 
tolls. 

The basic argument against the merger is handicapped by its lack of 
technicalities and therefore of scientific appearance. It rests on the 
elementary proposition that historically monopolies are a blight and 
that the surest way of killing progress is to merge the competing in- 
terests. A slightly more professional argument runs to the effect that i/ 
the cable companies cannot survive competitively, the merged con- 
panies will not support them. It would be bad business to throw good 
money after bad if the cables are not self-supporting. 

As to the scarcity of wave lengths, the layman is quickly snowed 
under with the frequency tables put out by the Communications Con- 
mission. It is a statistical fact, however, that when the Army and Navy 
release their frequencies pre-empted during the war, the scarcity for 
private use will be greatly relieved. 

Obviously these pressures of consolidation of air transport and over- 
seas communications are not sinister with respect to their proponents, 
but they do represent a genuine cleavage between the monopoly and 
competitive principles in international commerce. Coming back to the 
tone of the discussion, the outlook for effective competition is not hope- 
ful in these fields in the light of the present drift. 

Conclusions. In the field of domestic trade and commerce there is 4 
chance that competition will win out if supported by American business- 
men who believe in competition and if the game is policed by a vigorous 
enforcement of the antitrust laws. In many of the great fields of inter- 
national trade and commerce, however, the outlook for effective com- 
petition is dim, first, because for fifty years foreign businessmen have 


The question of air transport is too big to be reviewed here. A more | 
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been cartelizing industry with the encouragements of their governments, 
and, second, because there is no international antitrust law. The indica- 
tions are that unless one or more of the powerful nations set their faces 
against the trend, the great bulk of world trade and commerce, in- 
cluding communications, will be organized in a monopoly pattern 
beginning with numerous restrictive agreements at the government 
level and extending on down to the secret agreements similar to those 
prevailing in the international chemical and metal industries between 
the wars. To revert to the text, the outlook for effective competition, 
in my opinion, stops at the boundaries of the United States if the present 
international drift continues. 
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AN APPRAISAL OF THE ANTITRUST LAWS! 


By Corwin D. EDwArpDs 
Northwestern University 


I 


The broad objective of the American antitrust laws is to eliminate 
monopolies and collusive restraints upon trade wherever such devices 
do not have explicit sanction from public authority. This purpose has 
deep roots in the development of English common law. The law against 
collusion can be traced back to a common law which condemned ex- 
cessive restraints in private contracts. The law against monopoly runs 
back to statutory restrictions upon grants of monopoly by the British 
crown. Both traditions are older than and different frorn the economic 
tradition in support of competition among businessmen; and although 
the competitive tradition in economics has influenced the later develop- 
ment of legal concepts, it is not indispensable to them. 

The laws against collusion and monopoly rest upon grounds both 
simpler and broader than those of competitive economic theory. The 
law against collusion strikes at co-operative activities which directly 
undertake to limit the productivity of industry or to establish one- 
sided power in making industrial bargains. No general theory of compe- 
tition is required to support the view that if antiproductive and ex- 
ploitative arrangements can be identified they should be regarded as 
contrary to public policy. The law against private monopoly rests upon 
the view that unchecked private power will ordinarily be used to bring 
about restriction of output and exploitation, but in striking at extreme 
departures from competition it does not necessarily presuppose an 
atomized competition in the market such as was long envisaged in com- 
petitive economic theory. The grounds for the laws against collusion 
and monopoly include not only a dislike of restriction of output and ol 
one-sided bargaining power, but also a desire to prevent excessive con- 
centration of wealth and power and a desire to keep open the channels 
of opportunity. 

The broad purposes of the antitrust laws are indispensable parts o/ 
public policy. Though not derived from economics, they are consistent 
with the thinking of economists. Economists of all persuasions agree 
that maintenance of high levels of consumption, production, and em- 
ployment should be a major objective of an economic system. Direct 
attack upon programs designed to reduce consumption or limit pro- 
duction and thereby limit employment is wholly in keeping with such 


1 This paper is based upon a memorandum about antitrust policy which the author is pr 
paring for the Committee for Economic Development. 
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an objective. Similarly, economists generally agree that shares in the 
product of industry should be apportioned as a reward for productivity 
and as an incentive to produce, and that incomes which cannot be justi- 
fied in such terms are likely to be unjustifiable. Such an opinion leads 
readily to condemnation of devices by which income is enhanced by 
monopoly power or by measures deliberately designed to create scarcity 
rather than to reduce scarcity. 

Thus the purposes of the antitrust laws are almost platitudinous. 
Doubt has been thrown upon them in recent years, not because these 
platitudes are now denied, but largely because of a mistaken view that 
the antitrust laws pretend to be a complete public policy rather than 
merely a part of one. Obviously the elimination of private monopolies 
and of collusive restrictions may be insufficient to keep output at high 
levels. Obviously the destruction of opportunities to make profits from 
such arrangements is not enough to establish productivity as the sole 
basis of income. Full productivity and distributive justice call for posi- 
tive as well as preventative measures. 

An earlier generation of economists, which relied heavily upon the 
free play of competitive forces in the market to provide positive results, 
was capable of regarding the antitrust laws as the principal, if not the 
sole, appropriate type of public regulation of business. But the useful- 
ness of the laws in their proper preventative function did not depend 
upon the assumed sufficiency of competition to do the rest. A later 
generation of economists emphasizes the need for a wide variety of pub- 
lic controls in order to make the economic system prosperous, secure, 
and just. This new view of the positive program does not destroy the 
need for means to prevent its deliberate sabotage. Thus the antitrust 
laws are appropriate parts of widely different economic philosophies. 
They fit equally well into the economics of competition and the eco- 
nomics of control. In a competitive economy their function is to main- 
tain the vitality of the competitive forces. In a controlled economy 
their function is to prevent restrictions and monopolies which are 
inconsistent with the public purposes expressed in the control. In a 
mixed economy such as our own they are called upon to perform both 
of these functions, leaving the battle between competition and control 
to be fought out without the stultifying hindrance of restrictive devices 
which serve the purposes of neither program. 

But the antitrust policy has been challenged in recent years, not 
merely from the mistaken opinion that it is identical with a reliance 
upon competition in economic affairs, but also from the opinion that 
this policy is inconsistent with specific constructive programs intended 
to stabilize the economy, to maintain the solvency of economic groups, 
and to achieve the advantages of co-operative action. Price fixing within 
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reasonable limits has been advocated as a device for stabilizing price 
levels and thus avoiding depressions. Collusive restrictions have been 
proposed as devices by which extremes of competitive pressure can be 
averted from threatened groups and these groups can be saved from 
bankruptcy. Much has been said about the economy and efliciency 
which can be achieved by joint action in conducting research, providing 
delivery service, and performing various other economic functions. 

Such arguments against the antitrust policy are, for the most part, 
insubstantial. Neither analysis nor experience supports the view that 
stable price levels can be achieved by allowing unco-ordinated groups 
of businessmen to agree privately upon price-maintaining devices and 
to make these devices effective so far as they are severally able to do so, 
The unbalance and fluctuation of a price structure run upon this princi- 
ple would probably be at least as great as that in our present economy. 
For this reason, it is not necessary to consider whether stabilization of 
the price level is the best road toward stabilization of consumption, 
production, and employment, even though obvious objections can be 
offered against such an opinion. 

Similarly, the argument for collusion as a remedy for undue economic 
pressure breaks down upon analysis. An economy based upon private 
enterprise rests as much upon the law of bankruptcy as upon the pursuit 
of profits. The possibility of bankruptcy is a part of business incentive 
and is a major requisite of the reapportionment of economic resources 
which have been badly allocated. To diminish competitive pressures so 
that they do not cause bankruptcy would be reasonable only if we were 
prepared to provide other devices to serve the purposes which bank- 
ruptcy now serves. Probably it would be necessary to license those who 
enter a business and to control their performance thereafter. A public 
authority conceivably might set limits to price fluctuations and to other 
forms of competitive pressure as a part of some such general policy of 
control, but businessmen cannot properly be left free to set these limits 
for themselves without accepting further controls. Such a policy would 
be inconsistent with theories of competition and control alike. In prac- 
tice, moreover, a business group which enjoyed the right to adopt col- 
lusive programs in order to resist extreme competitive pressures would 
be likely to see such pressures constantly on the horizon, and to elimi- 
nate not only extremes of competition but all inconvenient competition. 

The argument for this type of protection of the business interest is 
most persuasive where the businessmen are many and small. In such 
cases ill fortune in business is likely to be translated directly into family 
and personal poverty. What has been said implies no attack upon poli- 
cies of minimum wages, annual wages, unemployment relief, family 
allowances, or other devices to maintain a minimum level of living for 
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al] persons in the community. Neither is it intended to deny that meas- 


ures to support the prices of goods sold by self-employed petty producers 


mav be convenient ways of safequarding the individual lives of such 


sersons. The contention is merely that any such programs call for ex- 


plicit public sanction and control and that the antitrust laws are still 


needed to prevent unauthorized and unregulated ventures of this type. 


The argument that the antitrust laws prevent desirable forms of ef- 
ficient co-operation is usually based upon a simple misunderstanding. 
[oint action by businessmen is not inherently illegal. It becomes so only 
when it entails an unreasonable restraint of trade. Co-operative action 
in research and in the provision of joint services is a commonplace 
under the antitrust laws. It raises no problem where there is no restraint. 
(here are, however, certain cases in which the effect of a program of 
joint action is not clear, and others in which harmless or useful types of 
joint action have been combined with unreasonably restrictive activi- 
ties. It is necessary to use the antitrust laws in the latter type of case 
and it is inevitable that differences of interpretation will be encountered 
in the former type. Neither borderline cases nor cases in which restric- 
tive elements must be eliminated from useful programs need interpose 

y major obstacle to the further development of nonrestrictive pro- 
grams of joint action. 


II 


Taking for granted the broad purposes of the antitrust laws, let us 
now consider whether these purposes have been translated into an ade- 
juate structure of substantive law. 

(he portion of the law which deals with collusion has been well 
worked out and is reasonably clear and effective. It has been developed 

ise by case through judicial interpretation of broad statutory enact- 
ments. There is a very substantial group of collusive activities which 
are now generally understood to be violations of law, and this group 
includes substantially all of the most direct and effective types of re- 
striction. Below is a list of varieties of agreement which are regarded as 

pically illegal. Needless to say, it has no official sanction. 

|. Exclusion of competitors from the market. 

1. Agreement to deprive competitors of access to credit, materials, 
labor, transportation, or markets. Such efforts may apply to: 
a) Competitors from outside the locality. 

b) Competitors who are not members of an association or recog- 
nized group. 

c) Competitors who recondition used equipment, make pre- 
fabricated goods or improved or simplified models, or the like. 

Agreement to limit the number of concerns which may engage 

in a designated business. 


{ 
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3. Agreement not to use specified channels of distribution, or to 
make exclusive use of certain designated channels. 

4. Agreement to undertake local price cutting designed to destroy 
competition. 

5. Agreement to exact discriminatory prices or terms which prevent 
or destroy competition. 

6. Agreement to make exclusive or preferential dealing arrange. 
ments, designed to impair access by competitors to the market— 
eligibility lists. 

7. Agreement to require the purchase of certain goods or services 
as a condition of supplying others. 

8. Discriminatory patent pools designed to destroy nonparticipants. 

Private restriction of output. 

1. Agreement to restrict production or sale. 

2. Agreement not to construct or acquire new equipment. 

3. Agreement not to use new processes. 

4. Agreement to shut down or destroy existing equipment, or to 
acquire equipment of competitors for that purpose. 

5. Agreement not to produce low-cost products. 

6. Agreement to limit services rendered. 

Private agreement to divide the market. 

1. Allocation of territories in which to sell or purchase. 

2. Allocation of customers. 

3. Rotation of bids or orders. 

4. Agreement on amounts to be produced or sold. 

5. Agreement on proportion of total sales or purchases to be made 
by each concern. 

6. Agreement not to sell to each other’s customers. 

7. Allocation of products to be made or sold or processes to be used 

Private price fixing. 

1. Agreement upon selling prices or bids. 

2. Agreement upon and enforcement of resale prices (except as spe- 

cifically exempted by law). 

. Agreement upon purchase prices to be paid. 

4. Agreement to fix price differentials, discounts, or terms of sale, 
or to designate groups of customers who shall be eligible for dis- 
counts. 

5. Agreement to add arbitrary charges to sale prices or to make 
arbitrary deductions from purchase prices. 


w 


. Coercion. 


Agreement to use boycotts and other coercive devices to furthe! 
any of the foregoing restraints. 
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Critics of the antitrust laws often assert that the law of collusion is 
highly uncertain. In any law which develops by judicial interpretation 
there will be minor inconsistencies and uncertainties. But beyond these, 
a measure of uncertainty is indeed inevitable in the present statute; for 
what the law condemns is any arrangement which unreasonably re- 
strains trade, regardless of the specific devices through which the re- 
straint is brought about. As business methods change and new types of 
joint action are developed, a borderline group of problems not yet 
settled is constantly enlarged through business experiment while it is 
being reduced by judicial decision. Furthermore, business enterprises 
which desire to restrain trade will usually eschew those practices which 
are clearly illegal and will endeavor to give their restraints an innocent 
appearance. Thus the operative fact of price fixing may be illegal beyond 
question, but the evidentiary facts which show that there is a price- 
fixing conspiracy may be as ambiguous as planning can make them. 
Active prosecution of antitrust cases lessens the gap between the estab- 
lished judicial interpretations and the latest inventions of the collusively 
minded, but some gap will remain so long as business evolves and law- 
breakers are ingenious, 

Though the law of collusion is reasonably clear, it has not succeeded 
in stamping out collusive activities. After more than half a century, the 
Antitrust Division still uncovers far more indications of collusive ar- 
rangements than it feels able to prosecute. In many industries the same 
types of collusion recur again and again, and often with many of the 
same participants. 

Nevertheless, this portion of the antitrust laws has had a substantial 
salutary effect, which becomes evident when American business is com- 
pared with business in other commercial countries. Through the anti- 
trust laws collusive action in the United States has been forced under- 
ground. In consequence, it has been more cautious, less prevalent, 
weaker, less sustained, and less effective than corresponding types of 
action appear to be in countries which have no antitrust policy. This 
assertion cannot be proved by quantitative comparisons; for in the na- 
ture of the case the scope and effectiveness of collusion in the United 
States remain partly unknown. However, it is obvious that collusive 
groups here do not have the opportunity to impose discipline which has 
characterized European cartels. The evidence in international cartel 
cases includes various instances in which American businessmen insisted 
upon weaker and more roundabout restrictions than were desired by 
their European colleagues and gave the antitrust laws as excuse for their 
caution. In particular industries where comparisons between European 
and American producers are possible, European prices have been kept 
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higher, European quality has lagged, and European technical progress 
has been retarded.? 
III 

The law of monopoly is much less satisfactory, both in its substance 
and in its effect. The courts have vacillated in determining the meaning 
of monopoly, so that to this day we have no clear adjudication about 
the relative importance of size and conduct in determining whether or 
not an illegal monopoly exists. Decisions that mere size is no offense 
may be placed side by side with decisions in which the possession o/ 
monopoly power is regarded as decisive, whether or not that power ha 
yet been unreasonably used. In practice, a prosecution on the charge 
of monopoly always proceeds on the assumption that, however complete 
may be the defendant’s occupancy of the market, objectionable be. 
havior should also be proved. 

The law has developed only a limited conception of the nature oj 
objectionable monopolistic behavior. A variety of devices to exclude 
competition from the market have been identified and condemned— 
local price cutting, pre-emption of necessary facilities, price discrimi. 
nation, use of tying contracts, and the like. However, there has been 
no equivalent development of law concerning conduct designed to ex- 
ploit a monopoly position. Substantially nothing has been done to 
identify monopolistic restriction of output, monopolistic price policy, 
monopolistic slowing up of technological progress, or monopolistic in- 
pairment of the quality of products. Obviously such characteristic 
would be hard to define in terms which would distinguish clearly be- 
tween the practices of monopolies and practices prevalent throughout 
business; and obviously proof of such matters would be inherently hard 
to obtain. Lacking concepts of this kind, however, the law is more sensi- 
tive to the character of efforts to create a monopoly than it is to the 
activities of a monopoly once created. 

Moreover, the law has been developed around the problem of mo- 
nopoly in a single industry. It is concerned with the type of size and 
power which is attained as a concern becomes more nearly the sole pro- 
ducer of some related group of commodities. It does not cover certail 
other problems of size which may be of even greater importance. 4 
concern may be large in total assets through its place in a variety 0! 
industries and yet may not havea preponderant position in most of the 
industries occupied. Financial strength and omnipresence mean powe!. 
Such a business giant may be able to overwhelm its lesser rivals throug! 
its political influence, its banking connections, its acquisition of str 
tegic facilities, its ability to undertake interminable litigation, and its 

? For example, compare European and American prices upon electric lamp bulbs, radio ses 
and steel. 
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rogress : ability to lose large amounts of money in any chosen one of its diverse 
* activities. The problem of size in the United States is at least as much 
i” 3 problem of du Pont and the General Electric Company, as it is that 
stance © of the Aluminum Corporation of America. Nevertheless, the law can 
eaning ™ cope with such structures only if it can find in them evidence that some 
about : particular line of commerce has been monopolized, or is about to be 
ther or monopolized. 
offens: Similarly, the law cannot be easily focused upon problems which arise 
sion of from the integration of successive stages of an industrial process. Apart 
ver has (@ {rom any monopolistic problems which may spring from the horizontal 
charge 3 size of the concern, integration produces a vertical problem wherever 
mplete Jee the integrated enterprise is not wholly self-contained. If the concern 
ble be. Mee sells a part of what it makes or buys a part of what it uses, it finds itself 
in competition with its own customers or its own suppliers. Such cases 
ture of |B give rise to problems which have not yet been handled successfully under 
»xclude the antitrust laws, although some efforts are now being made to inter- 
nned— fp pret the laws so that these relationships are cowered. For example, a 
‘scrim. JB chain store which produces groceries for sale under its private brand is 
1s beep E likely also to be a distributor of competing nationally branded grocery 
| to ey products. In the controversy which has raged about chain store prac- 
lone to |B tices, there have been frequent charges that relationships of this kind 
policy, | bave been used to injure independent manyfacturers by discrimi- 
stic in. nating against them in distributive service or to injure independent 
eristics (E ‘“stributors by using the national brands as loss leaders. It is not yet 
rly be. ME certain whether such activities can be dealt with at all under the anti- 
ughout @ trust laws; but it appears that, if so, they can be attacked only as a 
ly hard fe Part of a charge that a chain is achieving a monopoly or else on the 
e sensi ground that the practices themselves constitute unfair methods of com- 
. to the ME petition and therefore are illegal, even when they appear on a petty 


scale and without the significance which size appears to give them in 
of mo- the grocery field. 


ize and Similarly, the antitrust laws do not focus sharply upon certain special 
ole pro: problems associated with the size of large buyers of goods. Buyers who 
certain #@ @"¢ in a position to make their own supplies or to take the entire output 
ance. A Me ©! 4 single seller have an advantage in the market as compared with 
riety of other buyers. This advantage does not depend upon their enjoyment 
+ of the ol a monopoly in either buying or selling. Thus it appears to lie outside 
power. i the scope of the present antitrust laws. 

through f—. «nother major gap in the present law consists in the lack of adequate 
of stra: ee measures to prevent the development of a trend toward monopoly. The 
ond ts Sherman Act prohibits attempts to monopolize, but this prohibition 


takes effect only when a concern is so near a monopoly that intent and 
nminent effect are evident. The Clayton Act attempted to provide 


rac lio sets, 
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safeguards at an earlier stage by prohibiting the union of competing 
corporations through acquisition of stock where the effect would be 
substantially to lessen competition between the concerns thus united. 
Had this provision been interpreted in accord with the meaning it holds 
to a layman, any use of the holding company device to acquire sub- 
stantial amounts of voting stock in competing concerns would have 
been clearly illegal, and so likewise would have been any concern’s ac- 
quisition of a substantial amount of the voting stock of a competitor. 
However, even thus interpreted, the law would not have been sufficient 
to its apparent purpose, for it contains nothing to prevent competitors 
from being united by merger, even though the effect is identical with 
that which must not be brought about by stock acquisition. The im- 
mediate effect of the law was to encourage use of the merger instead of 
the holding company device. Later, after the courts had narrowed the 
prohibition in various ways, there was no adequate barrier even against 
stock acquisitions. Thus the entire effort to prevent reduction of compe- 
tition by the union of competitors has become a dead letter. The law 
cannot intervene until the process has gone so far that monopoly is 
imminent. 

An additional gap in the law concerning size is its failure to reach 
communities of interest. The Clayton Act prohibits interlocking direc- 
torates among concerns which have assets of more than one million 
dollars. With this single exception, however, there is no provision against 
the development of a working accord among business enterprises 
through the personal relations of their officers, managers, and principal 
stockholders. The provision about interlocking directorates has little 
meaning, since the same business interests can be represented in the 
directorates of competing corporations through the simple device of 
placing on the various directorates different persons who are partners 
in the same law firm, officers of the same corporation, or members of 
the same family. Though competing concerns may not have identical 
directors, nothing in the law prevents them from having identical ex- 
ecutive officers, lawyers, accountants, banks, and advertising agencies. 
There is no effective legal barrier to prevent a single wealthy man from 
owning the controlling stock interest in more than one ostensibly com- 
peting company. Still less is there any obstacle to the exercise of stock 
control in competing corporations by different members of the same 
family. In summary, there has been no substantial effort to prevent 
competition from being destroyed by ties of ownership and management 
which unite ostensibly independent concerns. These gaps in the law have 
made it easy for many industries to fall into the hands of a few large 
corporations or communities of interest, a condition which makes col- 
lusion easier to achieve and harder to detect and which sometimes pro- 
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duces the quasi-monopolistic policies known to economists as price 
leadership and oligopoly. 

The inadequacies of the substantive law have discouraged vigorous 
efforts to prosecute American large enterprises on charges of monopoly; 
and in turn the fewness of the prosecutions has contributed to the un- 
certainty of the law and has deprived the community of the dramatic 
conflict out of which pressure for amendment of laws is likely to grow. 
Under the antitrust policy the concentration of industry in fewer corpo- 
rate units and the interconnection of corporations by lines of control 
have continued. The giant enterprise of today is of a size not contem- 
plated at the turn of the century. A reduction in the number of concerns 
has been characteristic of most manufacturing industries and of many 
extractive ones. The scale of business organization has grown more 
rapidly than the size of industrial plants; advantages in organization 
and in bargaining, rather than in technology, have been the determi- 
nants of size. Certain corporations have been dissolved—the Standard 
Oil Company, the American Tobacco Company, and others. Certain 
mergers and expansions doubtless have been prevented. Nevertheless, 
American business enterprises have attained a size and concentrated 
power which is unmatched in the other industrial countries of the West- 
ern world. 

The relative success of the law of collusion has contributed to this 
result. As has been frequently pointed out, enterprises of the United 
States have accomplished by fusion what they might have accomplished 
in certain other countries by restrictive agreement. The tendency has 
been to use business combination as a substitute for collusion. This type 
of development has been facilitated, of course, by the breadth of the 
American market, the relative absence of governmental and conven- 
tional restrictions upon industrial change, and many other character- 
istics of the American economy. It is reasonable to suppose that in 
turning to the corporate combine American enterprises have often 
achieved restraints which are tighter and more enduring than those 
which they might have attained through collusion. It is equally reason- 
able to believe that the development of big business has produced novel- 
ties in industrial management, technological development, and even in 
price policy addressed to mass markets, which contain possibilities of 
usefulness greater than anything that might have been developed 
through mere restrictive agreements. It is beyond the scope of this paper 
to explore the degree of truth which lies in these and other similar 
generalizations. 

IV 


_ Congress has repeatedly exempted particular industries or activities 
irom the antitrust laws. There are exemptions of varying extent for rail, 
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water, truck, and air transportation, banking, insurance, agricultural] 
marketing and processing, labor organizations, co-operative organiza- 
tions, export trade, and resale price maintenance. In many instances 
the exemptions have been incident to the establishment of public contro] 
over the exempted area, and administrative surveillance by the con- 
trolling agency is relied upon as a protection against unreasonably re- 
strictive activities. Consideration of the propriety of such exemptions 
from the antitrust laws would necessarily require formulation of a phil- 
osophy about the appropriate scope and character of public control and 
about the wisdom of resort to restrictive measures by public agencies, 
No such ambitious appraisal will be attempted here. 

However, some exemptions from the antitrust laws are unsatisfactory 
regardless of one’s philosophy of public control. These are cases in which 
private groups are allowed to engage in restrictive practices with no 
efiective public supervision and for no plausible public purpose. In some 
instances such a situation has arisen through a flagrant concession to 
special interests; in others it is due to an inadequate delimitation of the 
boundaries of public control, with the result that private restrictions 
have arisen in a no man’s land not clearly subject either to the antitrust 
laws or to the administrative authority which has jurisdiction over the 
exempted area. Such cases may be regarded as defects in the application 
of the antitrust policy itself, since they involve private restraints with- 
out effective public sanction and control. 

The exemptions which have to do with transportation agencies con- 
tain such no man’s lands. The laws about railroads, which are the oldest 
and most fully developed, still contain gaps, particularly in not pro- 
viding specific authorization and specific safeguards for joint action by 
carriers to co-ordinate rates. In the absence of legislation on the subject, 
a co-ordinating process has been undertaken by privately organized 
rate bureaus, which are charged, in prosecutions now pending, with 
various substantial abuses of their usurped powers. The laws concerning 
trucking, though recent, were modeled on the railway legislation and 
contain the same gaps. The laws concerning aviation appear to be better 
thought out, but the problem is so new that appraisals must necessarily 
be tentative. The laws concerning shipping are the most obviously un- 
satisfactory of this group. They specifically authorize private shipping 
companies to fix rates jointly by conference, but they limit govern- 
mental review to the function of preventing discrimination in rates. 
With the jurisdiction of the antitrust laws thus destroyed, neither com- 
petition nor any public agency now has the function of preventing rates 
from being unduly high. 

Exemptions which cover agricultural marketing pretend to establish 
public control but in fact sanction uncontrolled private restrictions. De- 
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veloped during the thirties, they express the same point of view which 
produced the National Industrial Recovery Act and other experiments 
with price fixing through various forms of private so-called “self- 
covernment.”’ The Secretary of Agriculture is given the power to ap- 
prove marketing agreements among growers, handlers, and processors 
of agricultural products, and agreements thus approved are exempt from 
the antitrust laws. If the Secretary chooses to convert an agreement 
into an order, he can make it binding upon minority groups of sellers 
who are unwilling to observe it. The purposes and standards to which 
agreements are to conform are expressed in vague language, and the 
administrative machinery through which agreements are to be de- 
veloped places initiative in the hands of groups of sellers and contains 
no provision for representation of the buyers’ interest. The Secretary 
is given no adequate basis for determining the effects of the agreements 
nor for preventing abuses in their administration. Thus the agreements 
have become devices by which restrictions similar to those ordinarily 
forbidden by the antitrust laws are used to improve the incomes of 
groups of sellers at the expense of buyers, and sometimes to the dis- 
advantage of minority groups of sellers. The importance of this ill- 
safeguarded exemption is enhanced by the fact that its benefits are 
available not only to farmers, for whom the statute was presumably 
enacted, but also to processors of agricultural products, many of whom 
are large and powerful corporate enterprises. 

An exemption for labor has been written into the antitrust laws in a 
series of steps culminating in the Supreme Court’s decision in the 
Hutchison case. The Congress has recognized a substantial distinction 
between the price bargain and the wage bargain and has accepted the 
principle of collective bargaining with reference to the latter. The logic 
of this distinction is evident in the fact that in a healthy economy prices 
are expected to go progressively lower, but wages progressively higher. 
(here is no need to question the present exemption insofar as it author- 
es collective bargaining and prevents the use of the antitrust laws 


many questions of public policy arise concerning the conduct of labor 
organizations, the issues which they raise are not those of the antitrust 
laws, and any public control which is appropriate should be exercised 
through other instruments. 

In the Hutchison case, however, the exemption of labor was made 
to depend not upon the nature of the activities of labor groups but 
upon the fact that these groups represented labor. The Court announced 
that labor is exempt from the laws when it acts alone, regardless of 
the character of its action. Under this principle, a labor group acting 
alone may be presumed to enjoy the right to fix prices upon ordinary 
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commodities and to interfere with commercial competition in ways 
identical with those forbidden to business groups. Thus the exemption 
amounts to a special privilege to labor to organize business restraints 
where any labor advantage can be seen in doing so. It entails the danger 
that labor unions will restrict production and maintain prices in par- 
ticular industries in the hope of getting some share in the enhanced 
income derived from such practices. The exemption is an anomaly in 
the law, and could easily be done away with. 

Another important exemption from the antitrust laws covers resale 
price maintenance contracts when they have been made lawful under 
state laws in the states in which the resale is to take place. In theory, 
this exemption merely recognizes that the states have an overriding 
interest in transactions the impact of which is primarily local, and there- 
fore gives effect to state policy. In practice, however, the state laws 
were hastily enacted with inadequate consideration under the pressure 
of highly organized lobbies expressing the interest of groups of distribu- 
tors who desired to avoid price competition. These state statutes con- 
tain a unique feature: provision that the terms of a private resale price 
contract shall become binding upon persons who have never agreed to 
that contract when such persons are placed on notice of its existence. 
The federal exemption is so written that it appears merely to authorize 
voluntary agreements fixing resale prices. Indeed, it specifically forbids 
horizontal as distinguished from vertical agreements. However, the com- 
pulsory features of the state laws give many resale price agreements a 
horizontal effect and thereby make the consequences of the federal ex- 
emption much more serious than appears on the face of the statute. 
Ambiguities and inconsistencies in the legal structure afford some doubt 
as to what would be the final scope of the exemption if all uncertain 
issues were to be litigated; but in practice the exemption has been taken 
as authorization for distributors to insist that manufacturers issue resale 
price contracts and for the coercive features of the laws to bring about 
uniformity in the prices of all distributors on the same goods and a 
tendency toward uniformity in the prices fixed by ostensibly competing 
manufacturers. 

This exemption is defended on the substantive ground that it is neces- 
sary to prevent the cutthroat pricing practice of large chain stores, 
particularly in the drug and grocery trades. In practice, of course, it 
does much more than attack extreme forms of price competition. It 
provides a means for destroying price competition among distributors 
and impairing it among manufacturers. Whatever need there may be to 
curb predatory price cutting by large distributors could be met by more 
modest legislation; and whatever controls are imposed should not take 
the form of allowing small groups of private persons to fix prices through- 
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out the market without public review. Laxity in the policy of state 
governments—most of which have no administrative mechanism de- 
signed to support the philosophy of the antitrust laws—is no excuse for 
similar laxity in interstate commerce on the part of the federal govern- 
ment. 

The problem which arises with reference to certain other exemptions 
cannot be discussed here. Their scope is not yet certain and an adequate 
discussion of the various possibilities would take too long. Briefly, the 
antitrust laws include an exemption for joint action by American ex- 
porters, the significance of which will be uncertain until cases now in the 
courts are decided. If the courts sustain the interpretation of the law 
which has been urged by the Department of Justice, the exemption 
works no injury to the enforcement of the antitrust laws in the United 
States, although there may be some reason to abandon the exemption 
as a part of an intergovernmental program to reduce international re- 
straints of trade. If the contentions of the defense should be sustained, 
however, the law might permit American enterprises to participate in 
international cartels under only nominal supervision by a governmental 
commission. 

Similarly, the significance of the exemption afforded by the patent 
law is not yet wholly clear. As a monopoly of a particular technological 
development, limited to a period of seventeen years, an individual pat- 
ent need not destroy competition in the industry to which it applies. 
Great aggregations of patents, through which an industry-wide control 
is maintained for periods much longer than the life of a single patent, 
may become devices to monopolize industries as well as bits of technol- 
ogy. Until prosecutions, present and prospective, have defined the 
boundaries of the patent power, many of which are now uncertain, it is 
impossible to say how extensively the monopolistic arrangements which 
depend upon patents are based upon an exemption from rather than a 
violation of the antitrust laws. There is reason to believe, however, that 
patent reform is an important part of any program designed to make 
the antitrust policy more effective. 

Finally, the exemption recently given to insurance companies appears 
likely to weaken the antitrust policy. During many years in which the 
courts held that insurance was not covered by the antitrust laws be- 
cause it was not a part of commerce, state regulation of insurance com- 
panies became general. Recently the Supreme Court held that insurance 
is subject to the antitrust laws. On the theory that federal enforcement 
of the antitrust laws is inconsistent with continuance of state regulation 
of insurance, the Congress has provided a short-term exemption during 
which the states may enact laws to prevent monopolistic restraints and 
has withdrawn the application of the federal law wherever such state 
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laws are enacted. The obvious interstate character of the insurance busj- 
ness and of restraints affecting it, the notorious ineffectiveness of state 
antitrust legislation, and the inherent difficulties of determining whether 
or not varying types of state legislation are adequate substitutes for q 
uniform federal statute—these support the view that the present policy 
of Congress will prevent any effective check upon private restraints jn 
the insurance business. 

In summary, then, the problem of making the substance of the anti- 
trust laws adequate to express the antitrust policy centers upon two 
points: clarification and extension of the law of monopoly so that it may 
cope more adequately with the problems of big business, and reconsider- 
ation of various exemptions which have appreciably weakened the law 
against collusion. 


V 


The administration of the antitrust laws also leaves something to be 
desired. Essentially the antitrust policy is expressed in litigation of par- 
ticular cases. Effect is given to a broad economic program through 
prosecutions before courts and quasi-judicial commissions. There is 
much to be said for the use of such devices. Their punitive and correc- 
tive character maintains respect for the law. They dramatize issues of 
policy in a form which obtains a substantial degree of law observance 
even when enforcement is on a flagrantly inadequate scale. They bring 
to the support of the antitrust policy the strong tradition that laws must 
be enforced and obeyed, and thus they safeguard the policy against 
attacks by vested interests. The judicial process provides a compromise 
between inflexible rules and adaptation to changing economic circum- 
stances. The case-by-case method and the so-called “rule of reason” 
permit the courts to take some account of economic fact and analysis 
under the varying circumstances of a far-flung industrial system. Much 
can be done by the prosecuting agency, through intelligent selection 
and grouping of cases, to give the law clarity, continuity, and appropri- 
ate economic focus. 

Nevertheless, reliance upon litigation has very substantial drawbacks. 
Since prosecution cannot hope to catch more than a portion of those who 
violate the law, there is always danger that law enforcement will appear 
to be a haphazard and socially meaningless process victimizing those 
who are unfortunate enough to get caught. Antitrust cases must be liti- 
gated in a context of legal concepts derived from private disputes; and 
these include the preconceptions that every case stands alone, that one 
side must be right and the other wrong, that wrongdoers should be 
punished, and that punishment and orders by the court can take the 
place of continuous surveillance, negotiation, and compromise. In prac- 
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tice these ideas are so inappropriate to an economic policy that they 
are informally modified by exercise of an unusually wide discretion in 
the prosecutor’s selection of cases and by frequent use of informal ne- 
gotiations between prosecution and defense. Even so, there is a continu- 
ous problem in maintaining the vitality of the economic policy amid 
the precautions and technical complexities which are appropriate to a 
decision whether particular individuals shall be punished. Moreover, 
lawsuits are contests in which prosecution and defense both play to win, 
and in this process there is danger that no one will become fully aware 
of the true issues of public policy. 

Furthermore, judicial procedures are, in some respects, ill-adapted to 
the subject matter of antitrust cases. The rules of evidence were de- 
veloped for relatively simple activities which bystanders could directly 
observe. They are often inappropriate in tracing the ramifications of a 
far-flung conspiracy or the significance of a highly concentrated business 
structure. Statistics may be hearsay, and what everybody knows may 
not be evidence. In criminal procedure, it is unduly easy for the prose- 
cution to obtain an indictment, which in itself has a punitive effect upon 
a defendant who may be eventually found not guilty; but after the 
indictment the scales are weighted in behalf of the defense by the rules 
that the violation must be proved beyond a reasonable doubt and that 
the prosecution may not appeal an aquittal by a lower court. Moreover, 
the jury is often reluctant to convict people who are well-dressed and 
conventionally respectable, particularly if the facts in the case are too 
complicated to be easily understood or if businessmen on the jury are 
themselves engaged in practices like those of the defendants. 

In civil procedures, though the infirmities of the rules of evidence are 
still apparent, the chances of the trial are better balanced. However, 
there is no adequate provision for formulating the judge’s final decree 
in the light of a full study of the relevant facts, nor is there suitable 
provision for administrative surveillance over the subsequent effect of 
the decree. Efforts have been made to meet these defects of the civil 
suit by giving the Federal Trade Commission authority to help formu- 
late decrees and to report upon their consequences, but these powers 
have been scarcely used, perhaps because they are located at a sub- 
stantial distance from the court which carries the responsibility. 

The Federal Trade Commission’s form of adjudication has its own 
special defects. Equipped with broad powers of subpoena and with eco- 
nomic as well as legal staff, and authorized to act as both complainant 
and judge, the Commission was apparently intended to explore the 
irontiers of the law and to break new ground in developing public policy. 
It has done some of this work well. But the courts have not been recep- 
tive to departures from the main channel of the law on the part of a 
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commission which is both prosecutor and judge and whose procedure is 
not wholly judicial; and the commissioners have allowed their conservya- 
tism, their desire not to be overruled, and the professional training of 
their lawyers to keep most of their work conventional rather than 
exploratory. 

For conventional litigation, the commission device has been weak be- 
cause of the limits imposed by law upon the Commission’s powers of 
enforcement. Until recently the Commission’s orders were not enforcea- 
ble until they had been violated, confirmed by a court, and again vio- 
lated, so that three successive violations preceded imposition of any 
penalty. Recent amendment of the Federal Trade Commission Act has 
still left it necessary to prove two violations before a penalty is imposed. 
Moreover, the injunctive powers of the Commission are narrower than 
those of a court of equity. 

Many of the difficulties which have just been recited are inherent in 
litigation. Others, however, might be alleviated or done away with. It 
would be possible to revive the Federal Trade Commission’s willingness 
to explore legal frontiers, to give the Commission better teeth, and to 
equip the courts with better facilities for preparing and watching anti- 
trust decrees. Provision of a civil penalty should make it possible to find 
a deterrent for violations of the law without accepting the handicaps of 
criminal procedure. Something might be done to liberalize the rules of 
evidence in antitrust cases as the rules of pleading have already been 
liberalized in the preparation of antitrust indictments and complaints. 

Even so, there is need to provide administrative procedures which 
reach beyond litigation. The simplest of these would be a procedure for 
rule-making, designed to permit a rule of law to be given general appli- 
cation before it is exhaustively announced and reannounced in a series 
of cases brought against individual defendants. The need for such powers 
has been informally recognized by the Federal Trade Commission in the 
establishment of a procedure for formulating and publishing trade prac- 
tice conference rules; but in the absence of statutory authorization for 
this rule-making the effectiveness of the trade practice conference is 
unduly circumscribed. Moreover, the definitions of illegal conduct which 
might properly appear in such rules should develop when there is a 
public need, regardless of whether or not any trade group chooses to 
propose that a rule be issued. 

Beyond such procedural matters, however, there is need to develop 
aspects of the antitrust policy which lie outside the proper field for liti- 
gation. The nature and extent of the need may be illustrated by a par- 
ticular case in which it has been felt and met, at least in part, by 
improvisation. The effort to get rid of the restrictive practices of inter- 
national cartels began in this country with a series of antitrust cases 
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which were relatively conventional in their focus and scope. It soon 
extended to a presentation of the facts about international cartel ar- 
rangements at a long series of Congressional hearings, through which a 
little-known pattern was made familiar to the American people and a 
substantial public opinion was built up against continuance of the ar- 
rangements. As knowledge grew, it became apparent that the cartels 
would be strengthened or weakened by the policies of the Alien Property 
Custodian in disposing of seized enemy property, of the surplus property 
agencies in disposing of government war plants, of the Department of 
State in encouraging the seizure and disposal of enemy property in other 
countries, and of military government in supervising industry in oc- 
cupied territory. It also became evident that cartelization has been fa- 
cilitated by peculiarities of the patent, trade-mark, and corporation 
laws both here and abroad, and that much can be done to reduce the 
danger from cartels by appropriate amendment of these laws. Finally 
it became apparent that our own laws cannot be made fully effective 
with reference to international cartels without the co-operation of other 
countries. 

Thus the attack upon international cartels calls for co-ordination of 
various administrative activities, as well as investigation, publicity, law- 
making, treaty negotiation, and litigation. An administrative division 
of the Department of Justice and a quasi-judicial jndependent commis- 
sion are not suitably placed to formulate and give effect to such a co- 
ordinated policy. Considering the administrative handicaps, the accom- 
plishments have been remarkable. Many of them have been made 
possible through the personal friendship of individuals who hold key 
operating positions in the different agencies and in Congress. An inter- 
departmental committee, organized under the auspices of the Depart- 
ment of State, has also provided means for discussion and co-operation. 
Nevertheless, there has been nowhere a central direction and a driving 
leadership such as is possible in protecting the interests of agriculture 
or in formulating the financial policies of the United States. Until we 
devise suitable administrative machinery to envisage the problem of 
trade policy as a whole and to place the antitrust laws in an appropriate 
setting of administrative action, it is probable that there will continue 
to be a relative underemphasis upon what cannot be done by litigation. 


is 
a- 
of 
an 
of 
a- 
0- 
ny 
as 
d. 
in 
in 
It 
to 
ti- 
ad 
of 
of 
or 
li- 
es 
TS 
1¢€ 
or 
is 
h 
a 
to 
yp 
tl 
r- 
es 


IS GOVERNMENT INTERVENTION OR PLANNING 
CONSISTENT WITH ANTITRUST POLICY? 


By Morvecal EZEKIEL 
Department of Agriculture 


Part I. Kinds of Public Intervention 


Before considering how government actions may complement or con- 
flict with antitrust policy, it is necessary to distinguish the different 
types of government intervention or planning. Many lists could be pre- 
pared, depending upon the criteria used. The following list is based 
primarily upon the degree of change in the economic system from laissez 


faire 


, and the instruments of control used in producing that change. 


Type 1. Government planning of the general environment in which private 


industry functions through setting rules for business. 


Examples are rules or facilities for: 


a. 


b. 


d. 


Conduct of private enterprise—law of contract, bankruptcy, part- 
nerships, banks, weights and measures. 

Partnerships, corporations, co-operatives, and other business or- 
ganizations. 


. Enforcement of arrangements—courts, police, etc. 
. Maintenance of competition—antitrust acts, Clayton Act, Federal! 


Trade Commission, etc. 


. Labor working conditions, hours, collective bargaining, etc. 


Composition, quality, or healthfulness of products—food and drug, 
advertising, containers, etc. 

Limitation of competition in specified cases—“‘fair price” laws, re- 
sale price maintenance laws, patents, trade-marks, copyrights. 


. Financial mechanisms—banks, insurance companies, reserve 


banks, etc. 


» 2. Government modification of the general money environment in 


which private industry functions through fiscal and monetary oper- 
ations. 


a. Central bank policy—interest rate and reserve policy (Federal 


Reserve System). 


. Selection of taxation policy with reference to effects on buying 


power. 

Manipulation of public expenditure and investment to maintail 
employment (pump-priming, public works, countercyclical ex 
penditures). 

Balanced use of tax, expenditure, and monetary policy to insure 
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adequate outlays for full production at high employment (national 
budget approach, Full Employment Bill). 


Type 3. Public activities to stimulate production or consumption by dis- 
advantaged groups. 

a. Public facilities for financing productive groups not provided for 
by private institutions—farmers, co-operative organizations, small 
businessmen. 

b. Public provision of funds or commodities, or arrangements for 
purchase at reduced prices, for low-income consumers—direct food 
distribution, school lunches, food-stamp plans, milk plans, ma- 
ternity benefits, poor relief. 

c. Social security insurance—unemployment, old age, sickness, etc. 


‘ype 4. Control of the uses of privately-owned property, by police or other 
direct regulations. This is a broad group, with many different 
subtypes, of which only a few can be listed. 

a. Restrictions on uses of particular pieces of real estate. 
(1) Limitations in accordance with zoning laws or ordinances, or 
art- building regulations. 
(2) Limitations on agricultural production practices in accordance 
or- with needs to prevent soil erosion (local soil conservation dis- 
tricts). 
b. Restrictions on entry into particular occupations or enterprises 
eral through requirement of licenses, public service permits, etc. (taxi- 
cab licenses, etc.). 
c. Limitations on the movement of goods or vehicles, other than those 

‘ug, necessary for safety, disease prevention, or other noneconomic ob- 

jectives. (Examples: limitations of milk markets by inspection 

) Fe: requirements, and arbitrary state limitations on sizes, weights, and 

equipment of trucks.) 

|. Regulation of specific businesses in the public interest—security 

and commodity exchanges, insurance concerns, brokerage houses, 
in terminal markets. 


vate 


per- l'ype 5. Public control of the rates, services, earnings, and other phases of 
industries granted more or less exclusive public charters. 


‘ublic regulation of ‘‘natural monopolies” may be independent of, or 
sociated with, broad public plans for economic development. 


ype 6. Private ownership and control, with production, price, or wage 
tain policies guided by public programs or objectives. 
ex- his group is distinguished from groups 4 and 5, 7 and 9, in that co- 
operation of private owners with public programs is secured voluntarily, 
ae in return for benefits or privileges offered to those who co-operate. 
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Examples: 
Object Inducement 

a. Rapid land settlement Homestead Act 

b. Rapid development Subsidies to canals and roads 

c. Opening the West Subsidies and land grants for 
transcontinental rail construc. 
tion 

d. Developing industries Protective tariffs or subsidies 

e. Encouraging maritime ship- Mail and other subsidies 

ping and air transport 
f. Stimulating private housing Reduced interest rates and insur- 


ance on risks 
g. Stimulating local public hous- Subsidy on interest rates 


ing 
h. Adjusting farm production to Benefit payments and/or price 
demand (down or up) guarantees 


Public intervention through incentives to private industry to act in ac- 
cordance with publicly-conceived objectives has a long history. The 
degree of planning varied from only broad policy objectives (as with the 
Homestead Act) to detailed plans and programs, as in housing and agri- 
culture. 

Type 7. Private ownership, but with production, price, wage, distribution, 
or other policies for all units in a given industry controlled by 
industry-wide rules developed by joint public-industry action, and 
enforced by public power. 

a. Industry agreements made with little or no public control, and 
with no relation to a general interindustry plan (NRA codes). 

b. Industry agreements made under strict public control, and fitted 
into a program for a wide sector of the economy (AAA marketing 
agreements). 

c. Industry agreements made under strict public control, and fitted 
into a consistent over-all program for balanced expansion in al! 
basic sectors of the economy (industrial expansion programs). 


Type 8. International commodity arrangements, with exports, prices, and 
in some cases production of a given commodity controlled by govern- 
ment action. 

These may control simultaneously private producers and traders in 
some countries, and publicly-operated production and trade in others 
(Examples: tin, sugar, wheat, coffee.) 

Type 9. Private ownership, with many phases of production, consum plion 
and prices controlled by government order. 
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This type of authoritatively-directed economy is familar today as that 
used in operating the war economy. 


Type 10. Public ownership of particular sectors of the economy. 


a. Without advance planning. Public ownership of individual enter- 
or prises or industries can take place without essentially modifying 
c- the methods of policy determination under private enterprise. Un- 

der the Weimar Republic, the German aluminum industry was 
publicly owned, yet the industry was part of the international 
aluminum cartel and followed its restrictive policies. 

b. With advance planning. The TVA is one good example of public 
Ir- ownership of a particular enterprise guided by long-range programs 

and objectives in the general welfare. The nationalization of the 
British coal mines is similarly based on long-range plans to close 
down submarginal workings, install modern machinery in the re- 


ice maining mines, and so raise the efficiency of labor far more than 
was possible under private ownership. 

aa It remains to be seen how the industries nationalized under the pres- 

* ent swing in Europe will fall into these two groups. 

he Type 11. Public ownership of most or all the means of production, and 

ri- operation of that production according to definite advance plans. 
This type of planning is, of course, characteristic of the 

m U.S.S.R., though even Russia has never reached 100 per cent 

by socialism. Because of the wide publicity attending the suc- 

ia cessive five-year plans of the Soviet Union, and their success 


in achieving a phenomenally rapid expansion of Russian out- 
put, many persons have come to associate the term “planning”’ 
exclusively with socialism or communism. As every economist 
is aware who has studied the varying uses of public planning 
in all countries, this interpretation is far from correct. 


In preparing this partial list, generalized services now customarily 
provided by public agencies have mostly been omitted.’ These include 
? education, public health, roads and streets, law and order, postal service, 
agricultural research and extension, statistical and economic informa- 
tion, market reports, etc. Controls of foreign trade to alleviate inter- 
national balance difficulties (exchange controls, blocked currencies) or 
to facilitate autarchic programs (import quotas, etc.) have also been 
omitted as having little bearing on the issues under discussion here. 

3 in Governmental action is an integral part of the warp and woof of our 


‘For a listing of public activities from the point of view of the industry or economic group 


” — see Harold D. Koontz, Government Control of Business (Houghton-Mifflin Com- 
pany, 1941), 
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existing economic system. Which governmental actions are currently 
regarded as ‘interventions’ depend in part on whether they have al- 
ready become conventionally accepted or are currently matters of 
debate, and in part on the viewpoint of the individual making the judg- 
ment. 

Part II. Kinds of Private Intervention 


Paralleling government intervention, and in many cases merging into 
it or mixed with it, are a large variety of “interventions’”’ by private 
groups—“‘interventions” in the sense that they interfere with the as- 
sumed smooth working of a capitalistic economy, controlled by a com- 
petitive price system. Private interventionism is important here, for 
antitrust policy is mostly a counterattack—or at least a delaying action 
—against such private activities. 
Private interventionism is more difficult to catalogue than public, for 
it is not usually codified in public law. On the contrary, much of it is 
secret, furtive, or in some cases even beyond the conscious awareness of 
the individuals concerned. 
Among such types of private intervention may be mentioned: 
Monopoly of production or distribution, complete or partial (aluminum), 
Oligopoly or monopolistic competition in production (automobiles, steel, 
cement); in distribution (meat packing); or in both (oil). 
Monopoly or monopolistic competition by definite agreements among 
potential competitors (cartels, rings, patent pools, etc.). 

Monopolistic competition through product discrimination (packaged 
foods, cosmetics, etc.). 

Trade association exchange of information resulting in concerted action 
on prices, cost calculations, sales policies, etc. 

Labor monopolies (restriction of entry, excessive apprenticeship rules, 
etc.). 

Agreements fixing rates of professional services (doctors’ fees, lawyers’ 
fees, etc.). 

Agreements or standards for other services (realtors’ fees, commission 
rates for brokers, etc.). 

This list does not go into the varied methods of operation, such as 
price leadership or setting administered prices, controlling or allocating 
outlets, restricting the adoption of innovations, limiting ‘destructive 
competition,” assigning special trade areas or customers, establishing 
special price structures (such as basing-point systems), planning indus- 
try output, prices or wages, or otherwise engaging in private ‘economic 
planning.” Such actions, solely on a private profit basis, affect the 
welfare of the whole society without public knowledge, public responsi- 


* See Arthur Robert Burns, The Decline of Competition (1936). 
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bility, or public accountability. In many cases, they are carried on by 
self-perpetuating officeholding cliques, with no effective control even 
by the shareholders who theoretically “‘own”’ the enterprise. 
‘Regardless of the way in which or extent to which monopoly exists, 
ny impairment of competition has the effect of prices and profits being 
held at higher levels, and consumption and employment at lower levels, 
than would otherwise exist with free competition under the same condi- 
tions. The net result is not only to reduce production and employment 
but also to contribute toward inequality in income distribution and so 
to aggravate the difficulties of maintaining total outlays for products 
equal to the potential production of the society at full employment. 

This general conclusion is subject to one exception. Where monopoly 
has the effect of concentrating production so that unit costs are lower 
than they would be if the same business were divided among a number 
of small competitors (as in automobiles), prices may be lower and out- 
put may be larger under monopolistic competition than they would be 
if pure competition were maintained. Even so, aggregate profits will be 
higher than under competition, and the difficulties due to a more un- 
equal distribution of income will follow, despite the greater technical 
eficiency and lower prices. One American corporation, whose past 
profits have continuously and greatly exceeded those possible under 
pure competition, has recently taken the position that the public inter- 
est in their activities must stop at wage rates aloné, and that their price 
and profit policies are matters “for management alone.” In view of the 
relationship of such policies to the national problem of maintaining full 
employment, such a position is patently absurd—as President Truman 
has recently pointed out. 

Many monopoly prices are determined by administrative decisions, 
and are more rigid or inflexible than under competition. Earlier discus- 
sions have emphasized the effects that such prices may have in pre- 
venting necessary readjustments in the economy, and particularly in 
impeding recovery from depressions.* Those discussions reflected the 
tenor of economic discussion during the thirties when the question of 
why the economy could not recover promptly from depression was one 
of the dominant concerns of economists. The effect of monopoly on the 
distribution of income, and hence on the savings-investment problem 
which I emphasize above, ties monopolies in with the current preoccu- 
pation of economists: How can we establish and maintain high levels of 


3 


* Sessions on “Preserving Competition versus Regulating Monopoly,” American Economic 
Review, Mar. Sup., 1940, pp. 164-218. Especially the following: Corwin D. Edwards, “Can 
the Antitrust Laws Preserve Competition?” pp. 171, 175-177; Paul T. Homan, “In What 
Areas Should Antitrust Policy Be Replaced?” pp. 185, 188; Melvin de Chazeau, p. 214. 

_ Gardiner Means, “The Structure of the American Economy,” in Part I, Basic Character- 
istics (National Resources Committee, June, 1939), pp. 122-152, and in Part Il, “Toward 
Full Use of Resources,” pp. 9-17 (Natianal Resources Committee, June, 1940). 
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production and employment, without recurring long departures from 
full employment levels? From this point of view, the profit and wage 
policies of monopolies may become even more important than their price 
policies. The effect on the well-being of the economy from extensive 
failure to use resources—as during great depressions—is far more devas- 
tating than the slight losses in potential efficiency which might result 
from failures to allocate resources between activities with precisely the 
optimum application even though resources were fully utilized. 


Part III. Jnterrelations of Public Intervention and Antitrust Policy 


The public interventions listed in Part I include some that facilitate 
or enforce competition, some that encourage or uphold monopoly of 
various types and degrees, and some that provide methods for the de- 
tailed control of economic policies different from either competition or 
private monopoly. In addition, it includes some, such as methods for 
control of the general financial environment, which have no direct effect 
upon competition or monopoly. The preblem of attaining full employ- 
ment through such measures, however, becomes more difficult if ex- 
tensive monopoly or oligopoly is present. 

Interventions Facilitating or Enforcing Competition 

These include most of those listed under Type 1 (excepting sub- 
types 1-g and 4-d). The extent to which methods of enforcing competi- 
tion (subtype 1-d) have succeeded or failed in restricting the area oi 
partial or complete monopoly, and steps that might be taken to increase 
their effectiveness, have been discussed extensively at earlier meetings, 
and lie outside the scope of this paper.‘ 


Interventions Encouraging Monopoly 

This includes subtypes 1-g, 4-c, and 7-a.5 In addition, subtype 4b 
may be misused, at times, in ways that support monopoly. Many public 
limitations of competition—patents, trade-marks, copyrights—were 
originally granted not for the purpose of creating monopoly but rather 
for rewarding and protecting innovators. Revision of these grants to 
correct resulting undue monopoly effects is now being vigorously prose- 
cuted by administrative and legal efforts. Legislative revisions may be 
required also. 

Industry-wide agreements under public power but with little or no 
effective public control or planning (subtype 7-a) tend to become legal- 
ized cartels. Many monopolistic habits introduced during the NRA 
period have continued since, with resulting further diminution of the 
area of effective competition. 

* Corwin Edwards, loc. cit. 


’ The tendency of business groups to secure the passage of laws that support monopolistic 
practices has been pointed out in prior discussions of the subject. 
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International Commodity Agreements (Type 8) at times have served 
to supplement or enforce private international cartels, or to create them 
under public auspices (tin, rubber). This will be given more detailed 
treatment later. 


Interventions Providing Detailed Public Control of Some Type 


his group includes all the various types of detailed intervention and 
control, either under private or public ownership. Those under private 
ownership range from public utility control through single-industry pro- 
grams based on voluntary co-operation; and then on to single-industry 
or industry-wide programs based on mandatory control of some kind, 
and aided by public planning. Intervention through public ownership 
may cover either limited sectors or most or all major industries. 

Public utility regulation (Type 5) has been extensively discussed in 
the past, and will not be considered at length here. As noted in earlier 
discussions, utility commissions have paid most attention to the private 
business interests of the concerns they regulate, such as, for ICC, “the 
effect of rate changes on carrier revenues and credit,’’® and have given 
less attention to the effect of utility rates and services upon the produc- 
tivity or stability of the economy as a whole. If methods of economic 
planning were developed for other sectors of the economy, utility com- 
missions might both participate in the preparation of the programs and 
utilize them as a guide in considering their own policies more broadly. 

Industry programs of stimulation, guided by detailed planning. Two 
subtypes (6-f and 6-g) both occurred in housing. In one program, the 
federal government established a system of insuring private investors 
against risk of loss on housing loans (Federal Housing Administration) ; 
in the other, construction of low-cost housing and slum clearance by 
local authorities were aided by an annual federal subsidy to reduce the 
rents charged (United States Housing Authority). The loans placed and 
the projects approved were guided by detailed analysis of local housing 
needs and conditions, and by publicly-determined standards of con- 
struction, materials, financing methods and charges. The technical guid- 
ance of individual farmers receiving rehabilitation loans under the Farm 
security Administration is a parallel case, though with the planning 
restricted to narrower problems. 

The agricultural production program of the United States as it has 
evolved over the past fifteen years, is our most massive present example 
of producer-government co-operation (subtype 6-h). These national 
iood programs are planned from the bottom up as well as from the top 
down, and the local applications are worked out through democratically- 
elected farmer committees—what Henry Wallace called ‘economic 
democracy.” 

Donald Wallace, loc. cit., p. 200. 
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One objective in the farm planning is to prevent the cycles of over- 
and-under production in particular products. These occur under pure 
competition in somewhat the same way that a bather under a shower 
bath, with a long pipe between the valves and the nozzle, has a tendency 
to turn the water too hot before the water runs hot on him, and then to 
turn it too cold before the falling water begins to reflect the earlier 
changes in the valves. The hog cycle, the beef cycle, and to some extent 
the recurring housing cycle, reflect this overcompensation under compe- 
tition. Another objective is to make necessary changes gradually, in- 
stead of waiting till accumulated demands or supplies pile up into a 
severe shortage or surplus. Thus Secretary Wickard’s first program to 
stimulate increased livestock output for war was issued in the spring of 
1941—-eight months before Pearl Harbor; and the present programs 
aim to taper off some of the war-expanded oil and fat and poultry pro- 
duction in step with the prospective needs. 

These agricultural programs depend in part on pre-existing knowledge 
of the control forces in agricultural supply and demand. These grew out 
of the vast amount of quantitative research in agricultural economics 
since 1920, and were tested in the annual Agricultural Outlook Re- 
ports which the Department of Agriculture had issued annually ever 
since 1922. These Outlook Reports carried forecasts of future com- 
modity developments as a service to farmers in planning their produc- 
tion. Over the years, these forecasts have had a “batting average” of 
85 to 90 per cent correct—a far better score than any general business 
forecasting service.’ One reason why AAA could attack its problem and 
get somewhere with it while NRA fumbled so, was that the facts and 
problems were known and understood for agriculture but not for indus- 
try. 

Public control of agriculture through government-farmer co-operation 
also has been developed in most of the rest of the world. Canada, the 
United Kingdom, Denmark, Australia, New Zealand, Brazil, and Argen- 
tina have parallel programs, though restricted in some cases to major 
exported or imported products. Many other countries—the Nether- 
lands, France, Hungary, etc.—had similar highly organized agricultural 
programs before the war. The newly created international agency, the 
Food and Agriculture Organization of the United Nations, has for one 
of its specific tasks to work out a better integration of the national agri- 
cultural programs of its various member nations, and to work towards 
a “long-term co-ordinated production plan for the best uses of these 
resources on a world scale, based on better diets for their own people 
and on the international demand for nutritionally better food.’’® As in- 


7 Oris V. Wells, A Comparison of Outlook Statements with Subsequent Events (U.S. Depart: 
ment of Agriculture, Bureau of Agricultural Economics, mimeographed, Jan. 24, 1930). 
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T- ‘ernational planning develops as an outgrowth of domestic planning, 
re {the prospects of re-establishing the higgling of the market as the con- 
er ' troller of the destinies of wheat, cotton, or tobacco producers becomes 
“y ever dimmer. The international plans also recognize the need for indus- 
to [try to expand in balance with agriculture, and the Quebec conference 
er directed FAO to do what it could to help these developments. 

nt Disastrous falls in farm prices in 1920 and 1929 helped precipitate two 
e- creat depressions after World War I. The world-wide structure of public 
n- _ agricultural programs may make such sudden and uncontrolled price 
a debacles impossible today. 

to Industry programs based on mandatory control (Type 7). These pro- 
of crams may overlap the voluntary programs just discussed (Bankhead 
ns cotton sales allotments, crop marketing quotas). 


0- Subtype a. Industry programs with little public control or guidance 
ire best illustrated by the NRA codes. These were little more than 


ge legalized cartels. “Prevention of destructive competition” by industry 
ut agreement without effective public check on the use of public power 
ics probably hampered rather than helped the industrial recovery of 
1933-35. 
er Subtype b. Industry agreements under strict public control, and fitted 
m- into wider programs, are illustrated by AAA marketing agreements. 
1C- (hey were kept under close public scrutiny, and administered by public 
of _ oflicials. In the case of fluid milk and a few perishable fruits, they may 
eSS become permanent methods of public administration of price, produc- 
nd tion, and consumption, alone or in conjunction with parallel state con- 
nd trois. 
S- Sublype c. Industry expansion programs, as part of an over-all plan and 
program for balanced expansion in all basic sectors of the economy,’ 
ion remain as yet untested. This proposal involves expanded production, 
the lower prices, higher wages, markets for private industries participating 
en- in the program underwritten by public guarantees, and public purchase 
jor and warehousing operations as shock-absorbers where needed. The pro- 
er- ' posal has been criticized on four main grounds: (1) administrative un- 
ral workability; (2) the necessity of simultaneous over-all planning for 
the many major industries; (3) failure to provide methods of maintaining 
ne total outlays for the products of industry; and finally (4) the fascist 
oe * Resolution XIV, Final Act, United Nations Conference on Food and Agriculture, Hot 
est Springs, Virginia, 1943, Department of State Publication 1948. Conf. Series 52. See also Report 
ple Hl Comm ission “‘A,” sections on Agriculture and Marketing, FAO Conference, First Session, 
, 175, Oct. 28, 1945. 
iM- * Mordecai Ezekiel, $2500 a Year (New York: Harcourt Brace and Co., 1936); and Jobs 


Jor Al (New York: Alfred A. Knopf, 1939). 
part: _ industrial Expansion Act, H.R. 10,924, 75th Cong., 3rd sess.; and Monopoly Control Act, 
t.K. 7504, 76th Cong., 1st sess. 
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character of over-all business-government planning of the economy, 
These criticisms may be briefly commented upon. 

1. In the light of the detailed planning and scheduling used during 
the war period, the criticism of administrative unworkability seems less 
significant today. On the contrary, current developments in the motor 
industry and other areas of labor dispute seem to be driving the public 
toward making the federal government the arbiter of wages, prices, 
and profits in peace as well as in war. Decisions on these key policies 
would be wiser if guided by broad industrial plans. 

Planning for war seems simpler in some respects than planning for 
peace, if the peacetime consumer is to be left freedom of choice. Yet 
the actual demands of war were, in fact, even more unpredictable than 
the normal demands of peace—as the constant revisions and changes 
in the munitions programs, the cutbacks and emergency demands al] 
testify. It is doubtful if the generals and admirals predicted the needs of 
the successive campaigns or of the “Battle of the Bulge” any more 
closely than statisticians and economists would forecast demands of 
consumers and business with stated levels of national income. 

2. With respect to the possibility of planning for many industries at 
once, the war economy has left us with far more knowledge, experience, 
and, above all, statistics. Industrial plans for peace could be made far 
more readily today than before the war. 

3. The original proposals for planned industry-wide expansion did 
not adequately assure that outlays for goods and services by consumers, 
business, and government would year by year equal the value of the 
goods and services to be produced. Provision was made for balancing 
prospective production against prospective sales, for temporarily ab- 
sorbing any unsold excess into government-owned stocks, and for lower- 
ing prices and raising wages so as to broaden the equality of income 
distribution and increase mass purchasing power.’® No clear provision 
was made, however, for raising expenditures if stocks continue to pile 
up unsold. Over-all industrial planning of this type would need to be 
accompanied by fiscal and monetary planning of subtype 2-d. 

4. The alleged fascist nature of the over-all planning proposal stems 
from its use of industry councils to draft industry programs, with man- 
agement, labor, government, and consumers all participating. The 
haute politique aspect of international business planning has intensified 
these fears."! After observing the tendency of some businessmen serving 
temporarily as public officials to twist wartime economic planning in 

10 Mordecai Ezekiel, $2500 a Year, pp. 92-93, 127-132, 167-169, 176-177, 182-185; Jols 
for All, pp. 25-33, 82-83, 186-189. 

1! Theodore J. Kreps, “Cartels, a Phase of Business Hause Politique,” American Economw 


Review, Feb., 1945, pp. 297-311; Robert Brady, “The Role of Cartels in the Current Cultural 
Crisis, > American Economic Review, Feb., 1945, pp. 312-320. 
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their own interests, I would be inclined now to modify my earlier pro- 
posals. The “industry authority” should be an advisory committee, and 
the final decisions on programs should be made by a career government 
administrator, responsible to legislative bodies and public opinion. To- 
day many key economic decisions are made by business officials re- 
sponsible to no one, not even to their stockholders, and able to intimi- 
date legislatures or even national governments to their will.’* Planning, 
in the open, for the public interest and with public accountability, is 
far less likely to become fascistic than planning in the dark, for private 
monopolistic interests and with accountability to no one. 

International commodity arrangements involve formal governmental 
participation in international programs for the production, consumption, 
and pricing of particular commodities. To some, these agreements have 
seemed indistinguishable from private international cartels.“ Actually, 
however, these international agreements, as well as the national pro- 
grams which underlie them, grew out of the failure of competitive forces 
to bring about necessary economic readjustments without disrupting 
the whole economic fabric. 

Many primary products (notably wheat, cotton, and rubber) are 
characterized by inelasticity of demand, marked inelasticity of supply, 
at least in the contraction phase, and wide fluctuations in acre yields. 
When large supplies pile up, prices fall greatly, yet consumption ex- 
pands but little, and production continues almost unchanged. Oppor- 
tunities for the excess workers or resources to be absorbed elsewhere are 
limited by the widespread existence of monopolistic controls in other 
phases of the economy; while the inelastic supply response holds workers 
and resources in the industry, despite the lack of demand for the output. 
Public measures under international agreements provide a way to speed 
the necessary economic adjustments and to reduce the distress suffered 
by producers and workers during the process. 

In a second group of cases, the difficulties are mainly national or lo- 
calized. Some commodities (such as tin or nitrate) provide the major 
source of income for important producing countries, both for industrial 
workers and for public revenues. Economic distress in such commodities 
not only creates need for great shifts in the utilization of workers in 
such countries but also cuts off the public revenues which might be 
used for relief expenditures to bridge over the transition period. Govern- 
ments faced by such difficulties necessarily turn to international com- 
modity agreements as one way of easing the situation during the read- 
justment process. 

[In the past, international commodity arrangements sometimes have 


* Kreps, loc. cit., pp. 304-306. 
Kreps, Joc. cit., p.303. 
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been used to bolster or legalize private cartels in industries where the 
justification for public intervention did not exist. In addition, such in- 
ternational agreements have often been dominated in fact by industry 
representatives and have thus used public power for private purposes. 
To correct these abuses, the proposals for the new international trade 
conference, put forward by the United States with the concurrent 
approval by the United Kingdom, suggest limiting international com- 
modity agreements to the two kinds of situations just mentioned, re- 
quiring strong representation of consumers as well as producers, and 
placing their whole operation under the control of a new international 
public body. In addition, the FAO has been given the task of fitting 
commodity operations in agricultural commodities into its general pro- 
grams for the expansion of production and consumption, and “seeing 
to it that measures for the reduction or restriction of particular products, 
if found necessary, are accompanied by appropriate arrangements for 
the productive use of the displaced resources and people.’ Similar ac- 
tivities for industrial products may be undertaken by the Social and 
Economic Council or the proposed International Trade Organization. 
These new institutional arrangements should function so as to mini- 
mize undesirable monopolistic results of international commodity agree- 
ments, and yet use them as an arm of conscious public control in situa- 
tions where they will help achieve a balanced yet expanding economy. 


Wartime Economic Regimentation 


Control of the American economy for war purposes included rationing 
finished goods to consumers and equipment to producers, priorities or 
central advance scheduling of the flow of scarce raw materials and sub- 
components, mandatory orders to manufacturers what to produce, con- 
trols of manpower, transportation, prices, exports, imports, and ship 
ping. The details of day-to-day business were centrally planned and 
managed wherever necessary for the single purpose of military victory. 
Production was geared to the munitions requirements set by military 
authorities; a large part of the output was pre-empted by these orders; 
the military goals set the objectives for the whole economy. Voluntary 
incentives, such as subsidies, liberal wartime amortization agreements, 
attractive prices, government financing or ownership of new plants 
were used along with the mandatory controls. The relaxation of these 
wartime controls now reveals how much less authoritarian was the kind 
of peacetime planning used in agriculture. 

Proposals for the Expansion of World Trade and Employment (Department of State, Public 
2411, Nov., 1945), pp. 5-6, 20-23. 


% Food and Agricultural Organization of the United Nations, Report of the First Session 
of the Conference (Washington: FAO, Jan., 1946), pp. 14-16, 43-44. 
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Public Ownership of Limited Sectors of the Economy 


Public ownership of limited sectors may be planless or planned. In 
the former case, the managers for government may follow the previous 
-aditional business practices, and continue to participate in monopoly 
measures or cartel activities. Many of the “nationalizations” of industry 
now so widely advertised in Europe may prove to be of this type, with 
olicy actions under public ownership little changed from those under 


previous private control. This possibility might be reduced somewhat if 
the current American proposals for strong international action to con- 


‘rol or curb private international cartels should be adopted.” 

Where public ownership is guided by long-range planning, the situa- 
‘ion is far different. Where the government owns only a sector of the 
industry while the balance remains in private ownership, as with TVA, 
the publicly-owned portion may provide “yardstick competition” to 
force down the prices and possibly even the profits of the privately- 


owned portions, and so stimulate increased production and consumption. 


Public ownership of an entire industry, as with the British coal mines, 
may provide a means to technical improvements and better economic 
policies through the whole industry. There is, of course, the alternative 
possibility that government ownership may be slow to make technical 
improvements, or may follow policies of raising charges in hard times. 

No matter how wise or unwise the policies followed under public 
ownership, it still remains true that any profits which result go into the 
public treasury, rather than still further narrowing the distribution of 
income, as with private monopolies. 


Public Ownership of all Major Sectors of the Economy 


Full socialism, so familiar today from the gigantic Russian experi- 
ent, does certainly dispose of the antitrust problem. The question of 
the wisdom or unwisdom of particular price and wage policies adopted 
by industrial managers still remains, and the question of the effect of 
political control of the economic process on both economic efficiency and 
lemocracy must be faced. There are even some reasons to believe that 
ver the long run, managers of socialized industry will tend to make 
decisions not greatly different from those made by equally well-informed 
private managers operating under full competition.” 
With full public ownership, the problem of the effect of profits on the 
distribution of income disappears. Profits revert to the state, and be- 
me available for new investment, for direct public welfare expendi- 
ture, or for price reductions or wage increases, in accordance with 


ate Department, loc. cit., pp. 4-5, 19. ; 
\. P. Lerner, The Economics of Control, Principles of Welfare Economics, 1944, 
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political decisions and/or the economic plans. The problem of the 
savings-investment balance and of full employment—the central un- 
solved problem of economic theory and practice in the capitalistic world 
—vanishes from the economic picture, and other problems take its place, 


Conclusion 


Government intervention, with or without planning, is present in 
multitudinous forms in our mixed economy. Some kinds of government 
intervention, such as price-maintenance laws, run counter to antitrust 
policy. Other types, such as the use of fiscal and monetary policy for 
full employment, have no effect on antitrust policy. Other kinds, such 
as direct participation in detailed economic policy making in agriculture 
or in international commodity arrangements, provide substitute means 
for the public control of the key policies of private industries. In the 
extreme form of public ownership, government itself may act like a 
monopolizer or may plan its policies in the widest social interest. 

Economic thought has shifted from the concern of the past decade 
with price flexibility as a means to secure prompt economic readjust- 
ments, to the present concern with adequate national outlay to main- 
tain full employment. Corresponding shifts in emphasis are needed in 
dealing with monopoly problems. So long as we have a society where 
protracted periods of underemployment can occur, the effect of monop- 
oly in extorting unduly large profits and worsening the distribution of 
income may be more important than its effect on reducing the efficiency 
of combination of the factors of production. 

Within our mixed economy, competition should continue to be used 
to the extent it can be made effective and antitrust policy should be 
continued for these purposes. The steady growth of concentration and 
private control shows the need of other measures in fields where com- 
petition cannot be made workable. There is a world-wide trend to 
wider public participation in, and responsibility for, industrial policy 
making. The United Nations are creating a series of new institutions 
which will facilitate international co-operation in economic policy mak- 
ing. Much of the present planning of international economic policy here 
in the United States is directed toward establishing freer international 
trade. Even so, the trend of events here and abroad suggests that even- 
tually antitrust policy may become a less important way of dealing with 
the problem of the decline of competition, while more direct and pur- 
posive instruments of public policy making and action take the center 
of the stage. 


DISCUSSION 


VeRNON A. Munn: In his paper, “The Outlook for Effective Competi- 
tion,’ Mr. Comer renders a noble service in developing the thesis that ef- 
fective competition can be secured in the American economy if supported, 
along with other measures, by a vigorous and unremitting enforcement of 
the antitrust laws. All too often nowadays monopolistic behavior is pictured 
as being inherent and inevitable, arising necessarily from modern tech- 
nology or from overhead costs and defying all human intervention and 
legal regulation. 

Mr. Comer’s presentation of the patterns of monopoly which now exist 
in American industry and the world economy furnishes much valuable in- 
formation on recent trends. Price fixing, the concerted use of pricing formu- 
las, price leadership with its twin evils of discriminatory price cutting and 
price rigidity during a business recession, monopolistic combinations and 
trade organizations, the use of patents for price control, and international 
cartels bearing on the domestic economy—all are monopoly forms presently 
flourishing which demand vigorous antitrust prosecution. Surely there is 
little basis for the point of view expressed in recent publications of the 
National Industrial Conference Board and the National Association of 
Commodity Exchanges that the mere removal of wartime controls will 
mean a return of free, competitive markets. The contrast between the 
actual course of monopoly which the American people have permitted to 
develop in this country and the widespread profession of belief in a free 
competitive price system is indeed a striking one. If we believe in economic 
freedom and really want free markets, we must give full expression to the 
thesis of enforcement presented by Mr. Comer. 

In the field of domestic commerce, Mr. Comer presents the sanguine 
though tenuous conclusion that “there is a chance that competition will 
win out.” It will survive if it is supported by businessmen who believe in 
competition and if there is a vigorous enforcement of the antitrust laws. The 
more enforcement there is, the more competition there will be in American 
industry. Enforcement, in other words, is seen to be the life of competition. 
lt follows, accordingly, that the outlook for effective competition must de- 
pend upon the outlook for enforcement. How bright is this prospect? Mr. 
Comer does not tell us, but the tone of his writing is heartening. 

It is evident that a realistic enforcement program will require a broad 
attack on the many forms of monopoly which now permeate our economy. 
This will include the taking of positive action against basing-point and 
freight-allowed pricing systems and the replacing of these systems with 
open, aboveboard, nondiscriminatory methods of pricing. It will require a 
dissolution of the great financial combinations and trade organizations 
which give rise to, and make possible, ‘‘price leadership” in the sale of basic 
commodities. It will also require continued and unrelenting action against 
the use of patents for restraining price competition among multiple sellers. 

An important question is whether the executive branch of government 
and Congress will support the making of such far-reaching changes in our 
domestic economy. Those interested in maintaining our great corporations 
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and trade associations will oppose dissolution with all the strength which 
their wealth and political influence gives them. The difficulty is also the 
greater because a large part of the public has come to accept the mistaken 
notion that financial bigness is the necessary condition to technical efficiency 
and deserves credit for the technical progress which has been made in the 
past seventy-five years. What are the prospects for undertaking widespread 
dissolution suits against the financial giants which engage in price leader- 
ship? Is there a strong political or economic interest outside of monopoly 
capitalism presently willing to support unremitting and vigorous antitrust 
enforcement? These are questions bearing directly on Mr. Comer’s thesis 
which I would like to hear him discuss. 

In “An Appraisal of Antitrust Policy,” Mr. Edwards states that the 
broad purpose of the antitrust laws is “to eliminate monopolies and col- 
lusive restraints upon trade wherever such devices do not have explicit 
sanction from public authority.” The laws against collusion and monopoly, 
he observes, are “‘older than and different from the economic tradition in 
support of competition among businessmen.” Neither law, he declares, re- 
quires or presupposes a “general theory of competition” or “an atomized 
competition in the market such as was long envisaged in competitive eco- 
nomic theory.” As a further indication of this point of view, Mr. Edwards 
speaks of “the mistaken opinion that it [antitrust policy] is identical witha 
reliance upon competition in economic affairs.” 

Since the laws on collusion and monopoly are seen to strike primarily at 
restriction of output and exploitation, it follows in Mr. Edwards’ view that 
“the antitrust laws are appropriate parts of widely different economic 
philosophies. They fit equally well into the economics of competition and 
the economics of control. In a competitive economy their function is to 
maintain the vitality of the competitive forces. In a controlled economy 
their function is to prevent restrictions and monopolies which are incon- 
sistent with the public purposes expressed in the control.” 

The view that the antitrust laws do not presuppose a general theory of 
competition is one which I hope Mr. Edwards will elaborate upon. It is my 
understanding that the law on collusion developed in relation to agreements 
and confederacies on price among buyers or sellers, since the effect of such 
agreements was to impoverish third persons. Among the conspiracy cases 
reported for investigation in England in 1354, for example, was that of 
various merchants charged with agreeing that none of them shall buy wool 
over a certain price, and that none shall sell wool more cheaply than 
another, “‘to the great impoverishment of the people.” (Le Liver des Assises, 
27 Edw. III, Section 44.) The law on monopoly in England, on the other 
hand, appears to have developed somewhat later. In the famous case ol 
Darcy v. Allen (1602) the action of the crown in excluding persons from 4 
calling of their choice was declared to be against the common law because 
it restrained “the liberty of the subject.” In thus speaking against monopoly 
the court recognized a principle of competition: the right of individuals to 
compete and.to engage in a calling of their own choice. 

A “controlled economy” is usually taken to mean one in which the entre- 
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preneurial functions of pricing and investment are controlled in various de- 
orees by concerted monopoly action or by government policy. If the control 
is by government policy, it is expressed by exercising a conscious policy on 
prices, profits, wages, and investments. Mr. Edwards and I agree that the 
rule against collusion and the rule establishing the right of persons to com- 
pete are important ones to preserve. My question is how can these laws be 
preserved and applied in a “controlled society”? 

Insofar as there are industry agreements and little, if any, public control 

such as existed in the NRA Codes), there is certainly concerted action 
which I believe cannot find support in the English common law. With indus- 
try agreements, also, there invariably is restriction on freedom of enterprise, 
igainst which the common law on monopoly and restraint of trade has spoken. 
\Vhen industry agreements are made under strict government control there 
is likewise a restriction on the “freedom and liberty of the subject.” His- 
torically, in economics and in the law, I suggest that the rules against col- 
lusion and monopoly presuppose (a) an economy in which there are numer- 
ous buyers and sellers acting independently on price and (b) an economy in 

hich the buyers and sellers are free to pursue any lawful business or calling 
without coercion or restraint from others in the field. Such a type of econ- 
omy, we can agree, is not the kind we have today. A competitive economy 
consonant with the laws against collusion and monopoly is one which must 
be created by a comprehensive program of antitrust enforcement, together 
with such additional, positive measures as are absolutely necessary to make 
possible a free competitive system. A competitive society of this type in a 
very real sense is a controlled society. The control exercised by government, 
however, is not one of enforcing a predetermined policy on wage rates, 
profits, and prices. It is rather a control exercised by enforcing the antitrust 
laws and by establishing positive “rules of the game.” This, it would appear 
to me, is the type of “controlled” economy which is consistent with anti- 
trust policy. 

The main part of Mr. Edwards’ paper considers whether or not the broad 
purposes of the antitrust laws have been translated into an adequate and 
workable structure of statutory enactments and judicial interpretations. 
His appraisal of the law on collusion and monopoly is most excellent and I 
hope that it will be widely read and studied. Mr. Edwards finds that the law 

illusion is “reasonably clear” and that it “has had a substantial salutary 
effect.” The existing law on monopoly, on the other hand, is observed to be 
“much less satisfactory, both in its substance and in its effect.” In reaching 
these conclusions, Mr. Edwards systematically analyzes the major gaps in 
the law against monopoly—gaps which most certainly must be remedied 
before we can expect the antitrust laws to accomplish their purposes. An 
additional important weakness in our antitrust laws is found in the exemp- 
tions which Congress has extended to particular industries or activities. 
These exemptions, too, require reconsideration and modification. Finally, 
Mr. Edwards analyzes changes which are needed for a more effective ad- 
ministration of the antitrust laws. 


My hope is that Mr. Edwards’ appraisal of the antitrust laws will serve 
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as a basis for new legislation and procedures to strengthen them. As a step 
in this direction I wonder if the nation’s economists might not be asked to 
endorse a list of proposals to strengthen the existing laws. The action taken 
in 1932 by the Economists’ Committee on Antitrust Law Policy would serve 
as a basis and precedent for such a survey. 

In considering the question, “Is Government Intervention or Planning 
Consistent with Antitrust Policy,” Mr. Ezekiel comprehensively analyzes 
the many kinds of public and private intervention now prevailing in our 
economy. Antitrust policy he characterizes as “mostly a counterattack” 
or “a delaying action” against the private forms of intervention. Strict 
public planning (an industrial expansion program), on the other hand, is 
said to provide for a control of economic policies different from either com- 
petition or private monopoly. The extent, if any, to which the antitrust 
laws would fit into the economics of public control is a question not directly 
answered by Mr. Ezekiel. 

Most economists, I believe, would agree that present-day economic or- 
ganization makes necessary strong government intervention of some type. 
The basic question is whether this intervention should be undertaken to 
create the essential conditions for a free competitive system, or to engage 
in industrial planning by government dictation. The antitrust laws are a 
vital, necessary procedure to use in creating and maintaining a free com- 
petitive society. They need to be strengthened to provide for gaps and in- 
adequacies, as Mr. Edwards has so ably explained. They must also be 
supplemented with positive “rules of the game.” The objective of these 
measures would be to create in each industry numerous independent busi- 
ness units selling their products to all comers at publicly announced, non- 
discriminatory prices. In such an economy the antitrust laws would have 
historical meaning and significant application. 

The alternative to a strengthened and supplemented antitrust program 
for the solution of the problem of monopoly is one of accepting present-day 
monopoly organization and imposing strict government planning. In Jobs 
for All, Mr. Ezekiel states that he would introduce industrial expansion 
with a planned adjustment of production, profits, wages, and prices, in all 
‘ areas where competition “has been so long absent that it is hopeless to at- 
tempt to restore it.” (Jobs for All, 1939, page 189.) He appears not to favor 
a program of dissolving large corporate giants, for he believes that modern 
technology makes bigness necessary. Since his planning contemplates a 
strict public control, I judge that he would find little, if any, need for the 
antitrust laws. Indeed, on this point, Mr. Ezekiel states in the conclusion of 
his paper that “the trend of events here and abroad suggests that eventually 
antitrust policy may become a less important way of dealing with the prob- 
lem of the decline of competition, while more direct and purposive instru- 
ments of public policy making and action take the center of the stage.” 

The imposition of economic planning on the monopolistic organization of 
industry appears to create no qualms for Mr. Ezekiel. In view of the 
tendency of businessmen to adapt wartime planning to their own interest, 
Mr, Ezekiel suggests that the “final decisions on programs should be made 
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by a career government administrator, responsible to legislative bodies and 
public opinion.” Further, he states that the war has left us with far more 
knowledge, experience, and statistics for use in control. A clearer provision 
also can now be made for fiscal and monetary planning. 

In conclusion, I believe it may be said that if there is to be intervention 
of a public planning type, Mr. Ezekiel’s suggested procedures are inherent 
in his premises. The issue before us, however, is not whether price and profit 
policies are matters for public control or for management alone. It is rather 
whether the public interest can better be served by intervention to create a 
free, competitive society, or by intervention to impose a dictatorial state 
control on present-day monopolistic organization. 


Emerson P. Scumipt: The general impression left by the three main 
papers of this session is that monopoly and restrictive practices are be- 
coming more general and that competition is receding. Yet private and 
public testimony of businessmen is to the effect that interproduct rivalry 
and competition are becoming more severe. Which view is correct? 

Perhaps what businessmen regard as growing competitive threats stimu- 
lates reactions to insulate against the extremes of this rivalry. Is it possible, 
therefore, that restrictionism and competition may grow hand in hand, or is 
this a case of conceptual incompatibles? 

Mr. Comer has provided a considerable list of restrictionist practices. 
Yet nowhere does he furnish any quantitative measure of the scope of the 
practices. No one will know whether the restrictive practices apply in less 
than 1 per cent or in 99 per cent of business transactions. Until this is done, 
itis very difficult to know how important restrictionism is either in terms of 
business fluctuations or in terms of distorting resource allocation. The stu- 
dent hears chiefly of the restrictionist cases and not those where competition 
dominates. In the social sciences pathology gets played up. The figures on 
the concentration of production in a few firms, of themselves, prove nothing. 

Product differentiation through packaging and advertising is highly vul- 
nerable as indicated by the rise in the cigarette field of Old Gold and Philip 
Morris, to mention only one industry. That is, what any one company 
can do through advertising in the way of product differentiation can readily 
be imitated by others so that, in many cases, in the phrase ‘“‘monopolistic 
competition” the latter word should be underlined, whereas the disposition 
in the literature has been to put the emphasis on the former word. 

Mr. Comer views identical prices for standardized products, such as 
cement, as proof of price fixing. Yet, by way of balance, it should be pointed 
out that identity of prices in a given market, such as the grain or stock mar- 
ket, also is proof of a competitive market in which there can be only one 
price for a commodity at a given time and place. 

Mr. Comer is a strong advocate of price flexibility in terms of mitigating 
business depression. Mr. Ezekiel, on the other hand, puts little faith in this, 
saying, “Economic thought has shifted from the concern of the past decade 

I 


with price flexibility. ...’ The difference arises no doubt from the fact 


that Mr. Comer is not afflicted with the Keynesian dogmas. 
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Would Mr. Comer apply his cyclical price-flexibility theory to wage rates? 
His logic would require it, since wages constitute from 70 to 80 per cent of 
all costs. In fact, Mr. Comer states that a 10 per cent cut in steel prices may 
represent a 50 per cent reduction in unit profits, thus quickly endangering 
production incentives unless costs also are out. In other words, Mr. Comer 
admits the danger of the very medicine he prescribes. 

His illustrations of cyclical output and price behavior in the case of stee! 
and knit goods may not prove what he implies. Here we are dealing with 
commodities of highly differentiated demand elasticities, durable and non- 
durable. Considering the level of agricultural income in 1933, a cut in price 
of agricultural implements, or of steel rails for that matter, down to marginal 
costs might have had only a minor affect on employment or production, 
What would happen if all prices were cut simultaneously in the durable 
goods field when demand recedes is anybody’s guess. If such price cuts foster 
expectations of further cuts, price cutting may in fact deepen a depression 
rather than alleviate it. But if the durable goods producers combine in a 
simultaneous price-cutting program, businessmen might be liable under the 
eye of the Antitrust Division. Rather than drastic price and wage cutting 
when depressions occur, a policy of repeated price and wage adjustments 
always designed to clear the markets might be more effective." 

Mr. Comer implies that the international cartel agreements interfered 
with our war preparations. But he cites no proof. The Department of Justice 
has been deluging Congressmen and the public with much testimony, en- 
deavoring to prove that our cartel arrangements with European firms re- 
tarded our war effort. Many people take a contrary view without necessarily 
supporting cartels. Neither our universities nor research agencies have 
placed as much emphasis on basic research as have the advanced European 
countries. We have led in applied but not basic research. The testimony of 
those in the know is that through private international cartel arrangements 
(which in most cases were similar to completely legal arrangements between 
domestic companies), we have received far more in the way of know-how, 
patents, and formulae than we ever gave. Persons interested in national 
security would be well advised to see to it that the current drive of the 
Antitrust Division does not dry up the importation of foreign know-how. 
This is the greatest danger of the present zeal of the Department of Justice. 
When the facts are published on this particular issue within the next few 
months, it is probable that Wendell Burge’s book and that by Borkin and 
Welsh will be re-evaluated. 

Mr. Edwards’ paper appears less open to criticism on the foregoing scores. 
In both papers some persons may find a regrettable omission of what most 
students regard as the essence of workable competition; namely, freedom o/ 
entry into the goods and labor markets. True, Mr. Edwards mentions the 
importance of keeping open “‘the channels of opportunity” but most of his 
analysis ignores this sine qua non of a dynamic and progressive society. 
Since fifty years of antitrust policy have apparently not blotted out collusion 
and attempts to monopolize, it might be wise to reorient antitrust policy 


1 For a more complete discussion of this view see: A Program for Sustaining Emplovment 
(Chamber of Commerce of the U.S.A., 1945), pp. 13, 27-30. 
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in part with a view to fostering those conditions which will multiply the 
number of new entrants. 

This is, of course, the primary problem raised by labor monopolies under 
current collective bargaining only briefly touched on by all three papers. 
(he temper of the country endorses “‘genuine collective bargaining,” what- 
ever that may mean. What remains is spelling out the meaning of genuine 
collective bargaining. That workers should be privileged to present their 
views individually or collectively is not denied. But when collective bargain- 
ing takes the form of a “conscious withdrawal of efficiency,” to use Veblen’s 
phrase, in the form of interference with entrance to the labor market, 
fostering inefficiency and promoting strikes, where do we cross the boundary 
between artful persuasion and systematic sabotage of productive employ- 
ment? 

When workers through collective action push wage rates to the point 
where they necessitate higher prices or freeze workers out of employment, 
is this a case of restraint of trade or have we become so political minded 
that we cannot think in these terms any more? If unions confine their col- 
lective bargaining to democratic educational efforts, persuasion and negotia- 
tion, the modern democratic state would never have to be concerned. The 
closed shop, high initiation fees, limitations of apprenticeship, closed unions, 
industry-wide collective bargaining, the strike coupled with mass picketing, 
force, and intimidation, are for the most part coercive tactics and rely on 
not “keeping open the channels of opportunity.’”’ Considering the impor- 
tance of wages as a cost in total prices, this issue cannot long be ignored.* 

A\l three papers skirted around the edges of this problem but none of them 

came to grips with it. Here may be a case where the indoctrination of 
Keynesian economics, which is designed apparently to “decost” wages and 
view them only as purchasing power, prevents a rational discussion of the 
job-making process. Thus, Mr. Edwards says that questions concerning 
labor organizations raise issues which “are not those of the antitrust law, 
and any public control which is appropriate should be exercised through 
other instruments.” This is rather elliptical reasoning to say the least. 
Mr. Comer said: “Ordinary labor union activities are exempt from the 
ntitrust laws. Therefore there is no occasion to review here the labor prob- 
ems which make the newspaper headlines.” This appears as a non sequitur. 
Mir. Comer is to be commended for raising an eyebrow with respect to 
ndustry-wide collective bargaining, but what does he propose to do about 
itr 

Collective bargaining, coupled with the volume of force which has now 
become associated with it, probably is inconsistent with the survival of a 
free society. Many of the “intellectuals” are already re-examining their 
positions. Thus, a columnist, Eleanor Roosevelt, who formerly said every 
worker should belong to a union and no one should ever cross a picket line, 
recently stated: “The strike, which is a weapon of force, should be re- 

* On the contrary, Sir William Beveridge, in his Full Employment in a Free Society, does not 

gnore this problem saying, “If trade unions under full employment press wage claims un- 
onably ... wage determination will perforce become a function of the state.” The issue 


m ~ fully ros in Can Government Guarantee Full Employment? (Chamber of Commerce 
f the U.S.A., 1945). 
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nounced.’ The American Civil Liberties Union, generally more interested 
in unionism than in liberty, in a letter to several labor leaders states: “The 
only limitations by public authorities on picketing supported by the Union 
are those to keep traffic open for pedestrians and vehicles, to insure access to 
places picketed, to prevent the use of fraudulent signs, and to maintain 
order. The Union has supported mass picketing where these conditions are 
ment... . But no claims of the rights to picket justify the use of force to 
prevent access to plants on strike by those who are willing to cross picket 
lines.’”"* Since labor unions are the most general monopolistic institutions 
in our land, it is unfortunate that we have not had the benefit of the views 
of the speakers on this issue. 

Mr. Ezekiel has provided a useful list of private and public interventions, 
He did not answer the title of his paper. Private monopolies and restriction 
resting purely on private action are feeble and temporal, however, compared 
to the legal monopolies which would be created by law under his proposals. 
Nearly every private monopoly which has become of public concern, upon 
closer examination, turns out to rest on governmental support: labor monop- 
olies, restrictive building codes, monopolistic price discrimination in metro- 
politan milk sheds, the AAA programs, to mention but a few. That is why 
freedom of entry into the goods market and the labor market backed by 
government would quickly dispel most of the abuses of monopoly and re- 
strictionism. 

But instead of proposing this route Mr. Ezekiel urges more governmental 
intervention. He wants more government yardsticks, government planning, 
intergovernmental commodity agreements, industry authorities, govern- 
ment spending for full employment. The European failures of these schemes 
in pre-Hitler times do not bother him. By 1928 German public authorities 
controlled over 50 per cent of the national income; yet the greatest and most 
fatal collapse in history overtook the German economy and the people were 
driven into opposing and hostile groups. In spite of what Mr. Ezekiel says 
about the difference between his type of planning and collectivism, the 
amphibious economy is an unstable economy. His syndicalist program which 
he calls “‘producer-government co-operation” finds its prototype in agri- 
cultural policy of the last fifteen years. He speaks fondly of the “economic 
democracy” which evolved this program. Entirely apart from the utter 
failure to reallocate agricultural resources through this program, the un- 
manageable surpluses, and the destruction of foreign markets by driving 
our prices above world prices, question may be raised as to the methods em- 
ployed. Under the AAA wheat program, for example, stiff penalties are 
imposed on the farmer for exceeding established quotas even though the 
grain is consumed upon the farm (Wickard v. Filburn, 317 US 111, 1942). 
These programs violate one of the most cherished ingredients of American 
democratic tradition; namely, the right of a maximum degree of self- 
determination by minorities. If mere majorities may dictate the behavior 
of all, then a decision by 51 per cent of the people to put to death the other 
49 per cent becomes right and American. Surely this is a perversion of our 


3 New York Herald Tribune, Sept. 27, 1945. 
4 New York Times, Jan. 21, 1946. 
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traditions. Now Ezekiel wants to extend the agricultural ideology and pro- 
crams to industry in general—a cartelization of all industry so that every- 
‘hing will be planned from Washington. 

) Since he finds that he cannot trust the businessman, he provides that 
| “The ‘industry authority’ should be an advisory committee, and the final 
: decisions on programs should be made by a career government administrator 
: responsible to government bodies and public opinion.” Whether this is 
| incipient Italian Corporatism, German National Socialism, Russian Com- 
: munism or merely Ezekielism is difficult to discern. Comer and Edwards 
7 move in the opposite direction. 

Mr. Ezekiel’s statement that it is doubtful that the general staff predicted 
the war requirements more accurately than statisticians and economists 
would predict demands of consumers and business with stated levels of 
' national income begs the question. Ezekiel further states, “Planning in the 
open for the public interest’ and with public accountability is far less likely 
to become fascistic than planning in the dark, for private monopolistic 
interests and with accountability to no one.” It may be doubted that any 
competent historian would agree with this question-begging statement. 
Does he believe that if we applied the AAA technique to industry generally 
that we could ever have “public accountability” on any clear-cut issue or 
, even on broad general policy except as a bitter voice of protest? European 
history in the interwar period demonstrated to the satisfaction of most 
people that this type of programing must be either dictatorial or a failure; 
that is, a failure in either case. - 

’ Under this scheme with the government responsible for wages, profits, 
prices, consumption, and the allocation of resources—all contained in the 
Ezekiel program—the issues would be too great and too deep to be con- 
sistent with the democratic mood and the democratic method. His program 
would excite and foster the pressure groups, each anxious to get its share of 
the spoils—a rampant syndicalism. What would happen to innovations, 
efliciency, and output under this scheme is easily guessed. 

Our traditions have taught us that the society of man is at its best when 
people are loosely knit together in the free and open market through which 
they can express their interests in the supply of and demand for goods and 

vices. The open market is impartial, does not differentiate race or color, 

nd respects the individuality of man. Each consumer has a voice, and if 
the rule of law is maintained the competitive motive protects the consumer, 
ior the most part, without the guiding hand of government looking out for 
- his “welfare.” The open market fosters individuality, self-expression and 
personal achievement and prevents the group from overriding the feelings, 
the sensitivity, and the personal diversities of human beings. 

!he open market is not a gift from heaven; it must be sought and pro- 
moted. The government has a large and indispensable role to play in creat- 
ing and sustaining it. Comer and Edwards would foster it; Ezekiel would 
negate it. Take your choice. We recall the words of the late president of the 


University of Virginia: “Freedom is not a heritage but a fresh conquest for 
each generation.” 


' Itmay be mentioned that the European dictators always justified their public acts in “the 
public interest. 
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DOMESTIC AND INTERNATIONAL MONETARY POLICIES 


Reported by 
JAMES WASHINGTON BELL 
Northwestern University 


A summary of the discussion of the results of a poll and the substantive problems and pos. 
sible solutions suggested by monetary questionnaires on domestic and international issues, 


Two questionnaires had been submitted to selected panels of special- 
ists by an Ad Hoc Committee on Monetary Policy, composed of: Benja- 
min H. Beckhart, Frederick A. Bradford, Howard S. Ellis, Seymour E. 
Harris, Leonard L. Watkins, Ray B. Westerfield, and James W. Bell, 
Chairman. Professor Beckhart acted as Chairman of the round table 
session and contributed a general appraisal of the answers to the do- 
mestic questionnaire. The other participants, who reported on specific 
segments of the poll, are indicated below: 


Domestic Questionnaire 
I. Policies of the thirties 


II. 1. Commercial bank reserve requirements L. H. Seltzer and 
W. E. Dunkman 
2. Government guarantee of loans W. E. Dunkman and 
Homer Jones 
3. Federal Reserve credit control J. G. Smith 
4. Relation of Federal Reserve System to 
the Treasury J. G. Smith 
5. Government and private ownership F. A. Bradford 
6. Monetary effects of the federal debt 
policy C. C. Abbott and 
E. W. Swanson 
7. Government financing by banks R. I. Robinson 
8. Federal budget policy 
9. 100% reserve money plans L. L. Watkins 


(E. C. Simmons) 
10. Branch banking 


11. Inflation 
International Questionnaire 
I. Postwar exchange rates R. Nurkse and 
M. E. Garnsey 
II. Exchange controls I. de Vegh 
III. Freedom of international payments I. de Vegh 
IV. Impending scarcity of dollar exchange C. R. Whittlesey (H. Furth) 
V. British external debt and balance of pay- 
ments problems S. E. Harris 
VI. Foreign loans and investments J. P. Young 


A description of the purposes of this experiment, the procedure in 
drafting the questionnaires, the selection of the panel of members to 
whom the questionnaires were sent, and an interpretation of the results 
so far as method and extent of agreement and disagreement are con- 
cerned are matters treated in the report of the Committee on Monetary 
Policy in the session on Economic Opinion and Public Policy. We are 
here concerned with the substantive results of the poll, an analysis 0! 
what is back of the questions, and an interpretation of the answers 12 
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the light of what might have been expected by those who helped formu- 
late the questions. The two questionnaires will be treated separately. 


THE MONETARY QUESTIONNAIRE ON 
DOMESTIC ISSUES 


rhe domestic questionnaire was sent to a panel of 118 specialists, 
about half of whom answered. The results of the 54 answers received 
in time to be included in this analysis are presented in the tabulation 
below. The column at the left indicates the percentage of favorable or 


Yes answers to the total answers received on each question. The bold- 
faced figures represent the agreements of 75 per cent or more Yes ans- 
wers and 25 per cent or less Yes answers referred to in the Opinion 
Report. The figures in the Comment column of question 11 indicate, first, 
the total number of answers which were in some respect qualified, fol- 


] 


lowed by figures showing the number of such qualifications by those 
answering Yes and No respectively. These figures were taken from the 
work sheets and transcribed on a copy of the questionnaire itself which 
is here reproduced. 


MONETARY QUESTIONNAIRE ON Domestic IssvES 


I. Do you think that the following public policies or plans (a) were good (basically sound 
economic) ideas when adopted? (b) were bad when adopted? (c) were well handled? (d) were 
y handled? (e) should be continued or revived (yes or no)? 


Check appropriate columns 


guish “points of view” and “judgments When Continued or 
n careful study’’) Adopted Hendied Revived 
Good | Bad d 
Well | Badly oy, |_¥es | No 
Yes} A B Yes} ¢ i D Yes E 
iver subsidies (1933- ) 2 1 53 19 6 26 0 0 48 
ur devaluation (1933- ) 35 19 35 28 10 26 30 13 30 
lent’s gold powers (1933- ) 39 | 20 32 39 14 22 18 7 33 
it financing (in the thirties) 
Pump priming for recovery 69 34 15 13 5 34 45 19 23 
Compensatory spending 72 33 13 16 6 31 64 27 15 
w money rates (since 1930) 71 31 13 67 24 12 57 22 17 
[C (1933- ) guarantee of deposits 
0 coverage) % 53 2 |100 47 0 ||100 52 0 
ms of the Thomas Amendment, 
Legal tender provisions 63 27 16 64 18 10 58 22 16 
Provisions empowering Federal Re- 
serve banks to buy $3 billion U. S. 
securities without penalties for de- 
ficiency in reserves 50 23 23 72 20 8 31 13 29 
Power to issue $3 billion greenbacks } 
pealed June 12, 1945) 36 || 62 | 20 12 19 9 38 
lease (1941-45) 100 | 42 0 || 95 | 36 2 || 30| 11 | 26 
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II. Indicate whether you approve (column 1) or disapprove (column 2) the following plans 
or proposals. If you do not want to express your opinion, or wise to qualify your answer 
check or otherwise indicate in column 3. . 


1 2 3 
j 
Yes Ap- Disap- Comment 
proved | proved | Total: Yes/No 
1. Commercial bank reserve requirements + 
a. Reduction of reserve requirements of Federal Reserve banks 
against both notes and deposits 
(1) to 25% (as provided for in the Act of June 12, 1945) 80 37 9 13:10/2 
(2) to 10% 27 9 24 13:4/4 
(3) to 0% ’ 35 13 24 13:6/4 
b. Removal of reserve requirements against notes, but retain- 
ing them against deposits 12 5 38 10:3/6 
c. Substitution of other bench marks for reserve requirements 
(1) a fixed figure for gold certificates, e.g., $10 billion or $5 
billion 0 0 37 7:0/5 
(2) a volume figure of payments ll 4 31 13:2/5 
(3) a significant change in the commodity price index, 
e.g., 10% in a period of a year or less, or 1% per month 
for two months or more 24 9 28 12:2/4 
(4) asimilar change in a genera! price index (including real 
estate and security prices) 18 6 28 7:2/0 
d. Present Federal Reserve Board control of member bank 
minimum reserve requirements (within top and bottom 
limits as provided in the Act of 1935) 85 34 6 10:7/1 
e. Doubling present member bank reserve requirements 28 12 31 9:4/2 
2. Government guarantee of loans ; federal financial aid; and com- 
petitive agencies 
a. Government guarantee of loans by Federal Reserve banks 
(1) to business and industry (as proposed in the Spence- 
Wagner Bill) 25 11 34 10:4/4 
(2) to consumers (with implicit subsidy, e.g., food stamps 
plans) 18 7 33 12:4/2 
(3) above answers qualified with respect to cyclical or 
secular considerations 55 16 13 10:4/3 
b. = government lending (alternative to guarantee of 
oans) 
(1) to business and industry 21 9 34 12:7/1 
(2) toconsumers 9 4 40 7:3/2 
c. Guarantee of real estate loans: 
(1) FHA 81 38 9 11:8/2 
(2) HOLC 73 30 11 :7/0 
d. Federal aid by government agencies: 
(1) RFC 
(a) prewar financing 
i) participation 71 27 11 12:7/1 
ii) direct loans 64 25 14 11:5/2 
(b) wartime financing 
i) participation 90 36 4 8:4/1 
ii) direct loans 87 33 5 8:4/1 
(2) Export-Import Bank : 
(a) pre-1945 functions (to stimulate U. S. exports in : 
the narrower sense) 62 24 15 4:2/1 
(b) post-1945 functions (loans to aid economic relief 
and reconstruction abroad) 87 38 6 9:6/1 
(3) Toagricultural co-operatives 53 20 18 6:3/0 ¢ 
(4) FDIC guarantee of deposits—full coverage (cf. I-6) 52 25 23 8:2/3 4 
3. Federal Reserve credit control; extension of powers; consolida- 
tion of supervisory and administrative agencies 
a. Federal Reserve credit restrictions on 
(1) consumer credit (regulation W of the Federal Reserve 
Board) 77 36 11 8:4/2 | 
(2) security margin requirements (regulations T and U) | 90 42 5 3:2/0 | 
b. Extension of Federal Reserve selective credit control to 
(1) realestate loans 50 20 20 9:4/2 
(2) commodity loans 49 19 20 6:3/2 8. Fe 
trols by taxation an vernment expenditures (fisca i- 
cies) 87 39 6 14:8/2 
d. Consolidation of governmental supervisory and adminis- i. 
trative banking agencies, i.e., FDIC, the Comptroller of 
the Currency, and the Board of Governors of the Federal 
Reserve System into one agenc 
(1) If you approve the comin, would you favor hav- 
ing one the agency under the administration of 
(a) the Treasury Department 37 10 17 13:1/5 ) 
(b) the Board of Governors of the Federal Reserve 3 4 
System 71 25 10 13:5/2 
(c) the FDIC 14 3 18 11:0/4 
(2) Would you approve of the consolidation if this agency 
were to exercise its powers (e.g., by relaxing bank ex- 
aminations in times of depression, tightening examina- 
tions in periods of boom, etc.) in an attempt to stabil- ome 
ize business 55 22 18 15:5/2 


E 
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1 2 3 
Yes Ap- Disap- Comment 
proved | proved | Total: Yes/No 
Relation of Federal Reserve System to the Treasury in peacetime 
a. Complete independence of the Federal Reserve System 20 7 28 11:1/5 
b. Treasury central banking control, e.g., final determination 
of credit policy by the Treasury 29 10 25 7:2/3 
Independence of Reserve contro] but with consultation 
with Treasury and with consideration given to Treasury 
policies with respect to debt management, etc. 95 38 2 14:9/0 
Government or private ownership and operation of commercial 
hanks 
Federal Reserve banks 
1) private member bank ownership as at present 85 38 7 4:2/0 
2) Federal Reserve purchase of its own stock 37 11 19 3:0/1 
3) mixed management as at present 78 35 10 6:3/1 
$) distribution of profits as at present 69 24 11 5:2/0 
5) recapture of most of the profits by the Treasury 49 19 20 6:3/1 
(6) subordination by Federal Reserve banks of business 
financing to Treasury financing 
(a) in peacetime 9 4 42 4:0/2 
(b) in time of war 86 37 6 7:4/0 
Government ownership and operation of ali commercial 
banks in the United States 4 2 49 6:1/5 
Vonetary effects of the federal debt policy 
Continued low interest cost of federal debt induced by 
1) large use of short-term obligations 33 13 26 8:3/2 
2) enforcement through various fiscal measures of a ‘‘pat- 
tern’’ of interest rates for federal securities 39 15 24 4:1/1 
b. Protection of owners of securities against falling prices re- 
sulting from a rise in interest rates 32 13 28 12:5/2 
Continued federal control of short-term rates and relaxa- 
tion over long-term rates, allowing latter to seek own level 31 11 25 15:4/6 
Continued federal control of prices of long-term govern- 
ments; and relaxation over short-term rates, allowing lat- 
ter to seek own level 20 7 28 12:4/2 
e. Continued reliance upon use of large amounts of short- 
lated obligations 38 15 25 7:3/1 
f. Increased reliance upon short-dated obligations 18 7 33 6:2/2 
g. Increased “‘stratification” of the public debt, through 
greater use of special issues (purchasable by only certain , 
types of buyers; with special privileges attached, etc.) 45 20 24 8:4/2 
Simplification of debt structure; e.g., consols 59 23 16 6:0/3 
Announcement by Treasury that primary objective of debt 
policy is 
1) protection of the government’s credit and gradual but 
steady reduction of debt 63 27 16 12:5/3 
2) mitigation of price level disturbances 54 20 17 12:4/4 
3) fullemployment 43 19 25 10:5/4 
Greater unification of fiscal responsibility and centraliza- 
tion of fiscal operations and of fiscal agencies under a single 
cabinet officer 90 35 4 9:4/1 
k. The elimination of state and local tax exempt securities 
i) by Constitutional amendment 95 35 2 15:11/0 
2) by Act of Congress 83 28 6 6:6/0 
by other means 61 14 9 7:7/0 
7. Government financing by banks 
a. Reliance upon commercial and Federal Reserve banks as 
residual underwriters for the federal deficit (with the effect 
f “monetizing” a substantial part of debt) 59 24 17 20:14/1 
Direct sale of government’s securities to Federal Reserve 
banks 
1) to the $5 billion now permitted under the War Powers 
Act 45 14 17 9:7/0 
2) without limit 45 18 22 11:8/1 
3) alldirect sales prohibited 31 13 29 4:1/1 
ederal budget policy 
An annually balanced budget 26 10 29 11:3/4 
\ cyclically balanced budget 77 33 10 17:9/4 
Taxes Gned with reference to proposed expenditures 73 24 9 10:4/0 
Expenditures fixed with reference to the burdens involved 
n providing the necessary tax revenue 77 26 8 10:5/0 
\ggregate expenditures to be reduced in depression years 10 4 35 6:0/2 
Revenue system to be sufficiently diversified to result in 
reasonable stability of the receipts regardless of economic 
conditions 35 14 26 8:1/6 
reserve money plans 
a. The early adoption of 
1) Irving Fisher’s plan for 100% cash and bond reserves 
against demand deposits ( 1945 version) 23 9 30 13:2/5 
(2) earlier plans for 100% cash reserves 16 3 30 7:0/5 
(3) some modification of 1 or 2 35 14 26 12:5/5 
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3 
% 
Yes Ap- Disap- Comment 
proved | proved | Total: Yes ‘No! 
b. If you oppose early adoption, would you approve or dis- 
approve “‘a,2 or a,3” (indicate which one in column) 
(1) if adopted piecemeal 14 3 19 §:2/1 
(2) if other nations agree to co-operate 10 2 19 4:1/1 
(3) if international monetary co-operation breaks down 9 2 21 5:2/1 
(4) if serious inflation develops in the United States 28 7 18 7:4/1 
c. If you favor any 100% plan, do you favor because you be- 
lieve such a plan will (Yes, in approve column; No, in disap- 
prove column) 
(1) facilitate the management of the public debt and save 
interest 68 13 6 4:1/0 
(2) stabilize government bond prices 13 2 13 4:1/0 
(3) curtail bank earnings 43 6 8 3:0/0 
(4) prevent bank failures 58 11 8 4:3/0 
(5) will be conducive to effective control over quantity of 
money 72 18 7 3/0 
(6) aid in stabilization of a selected index of prices 62 13 8 6:3/1 
(7) prevent booms and depressions 45 10 12 11:9/1 
(8) serve as stepping stone to nationalization of banks 12 2 15 3:0/1 
(9) increase interest rates 18 3 14 6:2/1 
10. Branch banking (indicate, if possible, the order of your prefer- 
ence which more nearly matches your ideas) 
a. Asat present 42 10 14 8:3/1 
b. State-wide plan 62 16 10 6:5/0 
c. Regional plans 90 25 3 7:7/0 
d. Nation-wide plans 62 15 9 8:7/0 
e. Complete abolition of branch banking 5 1 17 3:1/0 
11. nflation (indicate which is most in accord with your views) 
a. Considerable rise of prices is 
(1) probable 93 26 2 7:4/1 
(2) possible 97 28 1 3:3/0 
(3) unlikely 60 6 4 3:2/0 
b. If probable or possible, it will most likely be due to 
(1) scarcity of goods coupled with ample funds with which 
to make purchases 98 44 1 17:12/0 
(2) loss of confidence in the soundness or stability of the 
dollar 52 12 11 9:5/1 


Analysis of Results—Question by Question 


. The question-by-question analysis which follows is made in the light 
of comments of the respondents, as interpreted by the writer and the 
experts who had a hand in formulating the questions. 

Question I. Do you think the following public policies or plans (a) are 
good, etc. 

This question is an adaptation of the Elmo Roper’ Fortune survey 
poll of December, 1940, which was addressed to business executives and 
concerns itself with past policies. The answers to this question and to 
the Roper survey are not quantitatively comparable, both because oi 
the timing of the polls and because an effort was here made to avoid 
phrasing that is “loaded.” For instance, “obsolete but right once” and 
“always bad” were changed to “good or bad when adopted.” “Good 
idea badly handled” was revised to “well or badly handled.” A rough 
comparison of the results shows that economists and businessmen 
do not agree on all issues. The businessmen give stronger support to 
silver subsidies but condemn dollar devaluation and the President's 
gold powers as well as pump priming and low money rates. The econo 
mists, on the other hand, think pump priming and compensatory spend: 
ing desirable under certain conditions, but agree that it was badly 
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handled in the thirties; a majority favor the easy money policy when 
adopted, as handled, and (less strongly) they wish to continue it (a 
result which is not consistent with the opposition voiced in question 
6 to the continued enforcement of a level and pattern of interest rates). 

The last three questions were not included in the Roper poll, but 
they fit into the same pattern. Economists approved quite whole- 
heartedly the FDIC guarantee of deposits up to the $5,000 coverage. A 
majority favored making all kinds of money legal tender. (One wonders 
if legal tender distinctions have lost all usefulness.) Fifty per cent of 


those answering approved Federal Reserve powers to buy three billion 
United States securities in 1933; 72 per cent claimed that this policy was 
well handled (because not used?); but only 31 per cent favored the con- 
tinuation of this power (cf. 7,b,(3), where only 31 per cent favored 


prohibition of all direct purchases). The power to issue greenbacks was 
approved by a minority (35 per cent), was considered well handled 
because not used?) by 62 per cent, and 19 per cent apparently opposed 
its repeal. Lend-lease received unanimous support: 95 per cent con- 
sidered it well handled; 30 per cent would continue lend-lease. 

According to Professor Beckhart, one conclusion which might be 
drawn from the first series of questions is that majority opinion has less 

infidence in monetary stimulants to economic activity than in credit 
and fiscal stimulants. Inasmuch as these policies are all closely inter- 
related and interdependent, it would be interesting to explore further 
the reasons for this divergence in point of view. 

Question II. Indicate whether you approve or disapprove, etc. 

(his question is concerned chiefly with future plans and proposals. 
The sections are here treated seriatim. 

1. Commercial bank reserve requirements. The purpose of this series 
of questions was to find out what the sentiment is among economists 
concerning recent changes and proposals in reserve requirements affect- 
ing both the central and member banks. 


Some 80 to 85 per cent of the respondents approved present require- 
ments; namely, the recent reduction affecting the Federal Reserve 
ratio and present member bank reserve requirements. Only a small 
minority approved a further lowering of reserves against Federal 
Reserve notes and deposits at this time. “It is difficult to understand,” 


said Professor Beckhart, “why the respondents should have favored the 
lowering of reserve requirements to 25 per cent, which was done to 
remove any impediments in the way of cheap money policy, and then 
should have opposed a further reduction in requirements. The answer 
probably lies in the belief that the first reduction, impelled by wartime 
credit expansion, should not be repeated in time of peace.”’ Other pro- 
posed innovations of substituting figures reflecting symptoms of credit 
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expansion received no enthusiastic support. According to Professor 
Beckhart, opposition to the use of price index numbers as criteria of 
reserve requirements was probably “based upon the developments of 
the decade of the twenties, which undermined the doctrine, then widely 
held, that price indices should be used as the principal if not the sole 
criterion of central bank policy.” Professor Seltzer stated that he is 
by no means sure that all of the respondents regard reserve require- 
ments as significant primarily for determining the amount of money that 
could be created; he thinks that the questions under subhead c were 
therefore confusing to some of them. Professor Dunkman hazards the 
interpretation that the general apathy toward the several concrete pro- 
posals indicated that alterations in reserve requirements are to be used 
only to meet extraordinary conditions. 

A number of respondents expressed a need of enlarging the Federal 
Reserve Board powers with respect to member bank reserves, but only 
28 per cent favored doubling the present figures. Three respondents took 
occasion to “plug” for 100 per cent reserves in connection with this 
question. Three others did not think these proposals significant, and two 
regretted the omission of questions on the use of government securities 
as commercial bank reserves against deposits. 

Comments were made both by those who favor the removal of all 
legislative requirements and those who see a need of checks on admin- 
istrative discretion with respect to this instrumentality of control. One 
respondent suggested that a question might have been asked concerning 
the desirability or undesirability of frequent changes in reserve require- 
ments. 

By and large, answers to these questions seemed to reflect economists’ 
attitude favoring reserve requirements, but requirements with some 
flexibility permitted administrative authority. 

According to Professor Seltzer, some of the more vital current ques- 
tions on this subject have been omitted: 


How can member bank reserve requirements be doubled without accompanying action to 
take care of the government securities that would have to be sold in order to supply the addi- 
tional reserves? Does the heavy concentration of member bank assets in government securities 
preclude the use of quantitative credit controls by the Reserve banks under present conditions? 
How important are the nominal reserve requirements of member banks when the latter possess 
75 billion dollars of marketable government securities? Do quantitative controls through 
reserve rquirements provide a satisfactory means of limiting excess credit expansion to busi- 
ness, in view of the importance of maintaining a stable bond market? 


2. Government guarantee of loans, etc. These questions were designed 
to find out what reservations economists have concerning government 
loans and the financial activities of government credit agencies. 

A conservative attitude dominated these answers. Guarantee of real 
estate loans, i.e., FHA and HOLC; and the operations of the RFC and 
the Export-Import Bank all received fairly strong support. RFC 
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participation financing is preferred to direct loans, and wartime financ- 
ing received greater approval than prewar financing (which preference 
surprised some of our analysts). Post-1945 Export-Import Bank func- 
tions are more popular than pre-1945 functions. The extension of 
covernment lending and guarantee of loans to domestic business and to 
consumers does not appear to be favored by the respondents, although 
the replies were qualified with respect to cyclical fluctuations. One 
respondent expressed surprise at the strong opposition to the Spence- 
Wagner Bill, since this is designed to benefit small business and hence 
might be expected to be popular. It is pointed out by other respondents 
that V and VT loans have not been large and that the poll on this ques- 
tion is therefore not significant. Item a,(2) does not logically fit in this 
place, since food stamp plans are not “loans.’’ However, as government 
aid to consumers it receives the support of a few respondents as a relief 
measure. 

Federal aid to agricultural co-operatives drew a fairly evenly divided 
vote, qualifications indicating that such aid depends upon needs, should 
be limited, etc. This is not a single question, since there are various co- 
operatives and needs should be determined in each case. 

In the light of almost unanimous approval of FDIC guarantee of 
deposits up to $5,000 in question I,6, the 52 per cent Yes on full 
coverage is interesting. Dr. Homer Jones considered the results incon- 
sistent since “through its powers to make loans or purchase assets to 
eflect a merger, the Corporation does in fact to a very great extent now 
supply 100 per cent deposit insurance.” Assuming that present coverage 
is limited to $5,000, the question might have called for answers on in- 
creasing dollar amounts; for instance, to $10,000, to $25,000, and $25,000 
and over. 

Professor Dunkman pointed out that the answers to these questions 
are so positive in some respects and negative in others that one would 
like to ask “Why?” to each reply. The ubiquitous participation of 
government in banking activities is an outstanding current phenomenon, 
and its full implications should be thoroughly explored with respect to 
the reservations which economists have regarding government credit 
agencies. It would also be interesting to explore the reasons which 
prompted the respondents to favor existing government guarantees and 
lending operations and yet oppose a further extension of these activities. 
According to Professor Beckhart, “this divergent point of view may 
result from the fear that a further extension of government activities 
of this character will undermine the private enterprise system (as indeed 
it might) or from a very human attitude of mind, which is to voice 
confidence in existing and tried institutions and to express skepticism 
of the projected and untried.” 
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3. Federal Reserve credit control, etc. The limitations of Federal Reserve 
powers and the form which such powers should take always present good 
controversial material. Questions a and b present the old debate of 
qualitative versus quantitative control in a new form. Qualitative 
controls are now spoken of as “selective” controls. The present controls 
of consumer and speculative credit are approved by comfortable 
majorities, the latter by a large majority. Professor J. G. Smith con- 
sidered this an expected result, since centralized or quantitative contro] 
is more appropriate for an integrated mechanism like the securities 
market, which deals with more or less homogeneous elements, than it 
is for the widely scattered consumer credit mechanism, with its various 
products. The qualitative control of credit by banks and the credit 
departments of retail outlets is considered by many economists quite 
adequate in the case of consumer credit. Some comments limit such 
approval by indicating that these should be used in times of emergency 
only. They are objected to on the grounds that such controls interfere 
with the markets and the price system. 

An extension of Federal Reserve selective credit controls to real 
estate and commodity loans shows a 50-50 vote, this small percentage 
being attributed by Professor Smith to the reluctance which many feel 
to more centralized control, plus the factors to which he referred in the 
preceding paragraph. Despite expressed fears of inflation, these econo- 
mists apparently do not strongly favor enlarged powers in this direction. 
Some express concern about the great difficulties of administration of 
such controls by the Federal Reserve authorities. 

c. There is fairly general agreement (87 per cent Yes) that Federal 
Reserve and Treasury policies must be co-ordinated, whether Reserve 
controls be supplemented by fiscal policies or vice versa. Many expressed 
dislike of the word “supplementing.” Professor Smith points out that 
caution should be used in interpreting this result: 


Many might vote approval on the proposition because they realized that fiscal policies are 
necessarily interwoven with the credit system and are therefore a necessary part of credit con- 
trol; but their admission of this fact might be reluctant and they may regard the presence of 
fiscal control as a necessary evil. Their approval on this question might therefore merely sig- 
nify that they favor a proper co-ordination of fiscal policies with appropriate Federal! Reserve 
controls, which they regard as the more important of the two. Thus the affirmative answer on 
this question may not indicate a majority of economists in favor of the ideas advanced by 
advocates of the compensatory principle applied to federal expenditures; it may not indicate 
a majority of the economists in favor of a manipulated market rate of interest. It might have 
been well to have had a subdivision of this question in order to clarify these points of view 
among the economists. 


d. The proposal to consolidate supervisory and administrative 
agencies seemed to frighten a good many of our respondents. The 
principle of simplification of administration was approved, but a more 
plausible plan would be to provide ways and means of achieving efiec- 
tive co-operation (at least this thought was suggested by several 
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respondents). A merger of Federal Reserve and Comptroller of the 
Currency was favored by one correspondent. In case of consolidation, 
the Federal Reserve Board was considered the most logical agency. In 
explaining the 71 per cent favoring centralization under the Federal 
Reserve Board and the minorities of 37 per cent and 14 per cent favoring 
similar consolidation but centralization under the Treasury Department 
and the FDIC, respectively, Professor Smith explained that the larger 
vote reflects a “desire to have a centralized banking control independent 
of government.” He adds: 


But a substantial minority evidently desire the still greater concentration of supervisory 

power that would result if these controls were under a single rather than under a more or less 
federated agency. . . . That the majority favor the Reserve Board for this purpose may reflect 
the realization that bank supervision is a form of qualitative rather than quantitative control; 
and that for qualitative control of credit it is desirable to have federated but co-ordinated 
groups of supervisors who would, by geographical or product specialization, be qualified for 
this type of administration. 
The smaller minority, he stated, presumably visualized the advantages 
of further specialization of function; i.e., allocating quantitative control 
of credit to the Reserve Board and the qualitative aspects of credit 
control to the FDIC, whose supervisory activities involve, after all, the 
quality of bank assets. 

Strong dissent was expressed in some of the comments to examinations 
being used as a control or as an instrument to stabilize money and credit 
and business cycles, and fear is revealed of the possibilities of abuse of 
powers if consolidated in one agency. This question provoked a large 
number of comments. Some suggest ulterior motives in the proposal. 

4. Relation of Federal Reserve System to Treasury in peacetime. Here 
again, as in question 3,c, attention is called to the intimate relationship 
between private and public finance. Only 20 per cent approve in- 
dependence of the banking system, which, according to Professor Smith, 
“undoubtedly reflects the historical background of distrust in modern 
democracies of independently acting financial institutions and the belief 
that they are quasi public and should be subject to governmental 
control.” He points out that the somewhat larger minority (29 per cent) 
favoring Treasury central banking control presumably desire more 
power to the central agency exerting quantitative control over the 
credit system. But he warns that “‘it is virtually impossible to get a con- 
sistent and continued policy” with such divided control. 

A very large majority (95 per cent) approve what may be described as 
the “present status of affairs.” According to Professor Smith, this 
“presumably reflects the conviction that so far as possible the quan ‘ita- 
tive control of credit should be in the hands of an agency partially in- 
dependent of the government, so that economics rather than politics 
will prevail, realizing at the same time that whatever is done will neces- 
sarily be related to government fiscal policies. The final policy adopted 
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will in every case be a compromise between the two interests—in peace- 
time perhaps favoring the economic considerations, while in wartime 
these give way to political considerations.”’ These ideas are expressed 
with various modifications by respondents in their comments. One 
expert maintains that “there must be a possibility of conflict, for 
Treasury policies as a borrower may conflict with policies needed to 
control the total economy.” Practically, central banks have little in- 
dependence, especially in critical periods. Another would center 
monetary and fiscal policies in the Treasury or a similar agency having 
a functional relationship to the Chief Executive; but would not trust 
these powers in the present Administration—obviously not an economic 
consideration (cf. 3,d). Still another states that “functions need more 
independence of political considerations.” Apparently we are not yet 
ready to follow Australia’s recent example. 

5. Government or private ownership and operation of commercial banks. 
The nationalization of central banks and commercial banks in some 
foreign countries, especially England, prompts interest in testing 
sentiment in this country. Professor Bradford considered that “the 
taking over of the central bank by the government in almost any other 
country than England would have caused scant comment... . The 
Bank of England, however, since its establishment in 1694, has been the 
outstanding example of a central bank which operated in complete, 
although not unco-operative, independence of the government.”’ In the 
United States, many have used foreign precedent in urging government 
ownership and operation of the Federal Reserve banks. For the past 
nine years, Representative Jerry Voorhis of California has advocated 
that the Reserve banks be made “an institution belonging to the entire 
American people.” 

Professor Bradford maintains that “from a purely economic or 
financial point of view, nothing much is to be gained or lost by govern- 
ment ownership of the Federal Reserve banks.”’ Except for the 6 per 
cent paid to member banks on their stock holdings, government owner- 
ship would effect no change, unless an extension of government owner- 
ship to all banks might be inspired by such a move. This he considers 
would be “a major catastrophe.” With regard to management and 
operation, the Board of Governors has, since the passage of the Banking 
Act of 1935, actually run the System. A large majority favor the stalu 
quo with regard to private ownership of Federal Reserve banks, ani 
there is little support for nationalization of all commercial banks. Une 
out of three respondents favored Federal Reserve purchase of its ow! 
stock, but the vote was not heavy. Mixed management, distribution of 
profits, and the domination of Treasury financing as at present al 
received strong approval. Some respondents see no difference betwee! 
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recapture of most of the profits by the Treasury and distribution of 
profits as at present, and some justify recapture of a larger proportion 
during times of war and depression than in peacetime. One expert 
believes that the Federal Reserve banks “should be strictly accountable 
for its income, expenses, and profits to Congress.”’ Some interpreted 
question 6 as referring to direct loans in competition with member banks 
and stated that “Federal Reserve banks should not finance business at 
any time.”” What was meant, obviously, is the degree to which the 
resources Of the Reserve banks should be put at the disposal of the 
Treasury or of business, and the total vote recognized this. 

A 100 per cent reserve money supporter claims that 5,b, as well as 
| and 6, by-pass crucial issues; e.g., separation of commercial bank loan 
and monetary functions. 

6. Monetary effects of the federal debt policy. Of great interest were the 
replies to these questions. The difficulty which many respondents found 
in answering them without elaborate qualifications illustrates, according 
to Professor Abbott, “the fact that economists seldom agree on matters 
of public policy and the difficulty of using questionnaires effectively as 
regards technical subjects.”” However, he later states, “it may be signifi- 
cant that two-thirds or more of the replies to 7 propositions, almost half 
of the 16 questions, appeared to be in general agreement.”’ Some general 
qualifications covering all questions indicated that ‘‘some regulation is 
desirable, but there has been too much of a tendency to manage during 
the past twelve years.”’ Others find the questions ‘fail to provide room 
for expression of any of the more defensible points of view.” 

a, f. Answers to these questions indicate that our economists do not 
generally favor low rates when induced by Treasury control (which is 
somewhat in contrast to the answers on low money rates since 1930 in 
question I,5). Professor Abbott points out that the answers to this 
question and the very considerable disapproval (82 per cent) of an in- 
creased use by the Treasury of short-term securities (question f) are both 
contrary to what appears to be present Treasury policy. One respondent 
says that we have created “a dilemma which spells inflation.”” Some 
favor continuing low rates “‘as long as we can” and “‘as at present” and 


can be sold outside of banks. Dr. Swanson, comparing answers to 
questions 1,5 with a, e, and f of II,6, concludes that “with two ex- 
ceptions, the comments either cast doubt on the possibility of doing 
much with short-term obligations for the purpose of maintaining the 
Treasury policy or else place limitations upon their use.”’ 

6. A majority of our respondents (68 per cent) feel that owners of 
securities should be made to take their chances on falling prices caused 
by rising interest rates. Professor Abbott, expressing surprise, suggests 
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that “relatively few of the respondents are connected with financial 
institutions and many may not have fully appreciated the import of the 
question or the extent to which the federal debt is held by commercial 
banks and savings institutions.”” Dr. Swanson comments that “here is 
clearly the kind of answer to be expected from the economist and not 
from the layman, the banker included.” Examples of the type of 
qualifications made by respondents are: “No, unless all rates are cut to 
short term’’; Yes, “support at say 96”; “offer some protection to holders 
of nonmarketable securities”; “protect banks in exchange for certain 
concessions”’; Yes, ‘‘as a means to prevent Treasury dominance of entire 
long-term rate structure.” 

c, d. These compound questions were split in some answers, the first 
part being answered No and the second part Yes in several instances, 
More faith is evinced in the control of short rates (31 per cent Yes) than 
of long rates (20 per cent); but some considered separate treatment of 
short and long rates artificial and impracticable. Dr. Swanson con- 
sidered these questions difficult to analyze because of the way in which 
they are stated. He observed: 


It would appear that a substantial majority of the respondents do not favor control of either 
short-term or long-term interest rates. If the interpretation is correct, it means that this major- 
ity is unwilling to accept present debt-managing policy, which is in line with the opposition to 
the low interest rate policy of the Treasury through short-dated obligations. However, these 
two questions appear contradictory. The comments suggest the need of a third alternative: 
control of neither short- nor long-term rates. 


e. Continued reliance on large amounts of short-dated obligations was 
considered of doubtful wisdom, but 38 per cent deemed such practice 
“necessary for a time” and some countered by asking, ‘‘What else?” 
Increased reliance on short-dated obligations was even more strongly 
disapproved. “The budget must be balanced some time soon.” 

g, k. A fair majority (55 per cent) opposed an increased “stratifica- 
tion” of the debt and favored (59 per cent) a simplification through the 
use, for example, of consols. Some comments suggest special non- 
marketable issues for banks (to ease the transition to a perpetual debt?); 
also issues for life annuities, ‘but with government trust funds highly 
marketable issues.” Some who objected to simplification commented: 
“doubt practicability” and “not yet.” 

i. Many respondents disapproved any announcement of Treasury 
objectives; considered the question bad. Objectives (1), (2), (3) are not 
exclusive; many approved the combination, with most of them favoring 
protection of the government’s credit and debt reduction. Some wished 
to separate protection of credit and reduction of debt. Others approved 
reduction, but not steady reduction. Many of those objecting to (2) and 
(3) commented on the undesirability of single objectives. Dr. Swanson 
would like to have had questions more explicitly distinguishing “whether 
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debt management should be related to a monetary stabilization program 
in the traditional sense or to the current conception of a program 
wherein broad monetary and fiscal powers are applied.” A majority 
opinion (57 per cent) opposed the doctrine that debt policy should be 
used to maintain full employment. 

j. Here, as in question 3,d,(2), the principle of centralization of 
powers and responsibilities meets the approval of the majority (90 per 
cent). The character of the qualifications also is the same. For instance, 
“favor unification but not under Cabinet officer’’; “Yes, but not under a 
political appointee”; “keep banking examinations separate”’; ‘‘Yes, but 
with Federal Reserve still responsible for money market.” 

k. Most economists seem to favor the elimination of tax-exempt 
securities. It seems to be merely a question of means how this can best 
be accomplished. Constitutional amendment seems preferred and safest 
in the long run (though some say this is not necessary). Several qualified 
their answers; e.g., “apply to new issues only,” “future issues only.” 
One expert says elimination by constitutional amendment is “not 
feasible,” by Act of Congress “not effective,” and that he knows “‘of no 
effective means.” 

Commenting on the answers to question 6, Dr. Swanson stated that 
“taken all in all, the net results of the comments evidence careful think- 
ing on the part of the respondents. In the period of transition from war 
to peace, when there is an extremely large national debt and an unusual 
monetary situation, it is difficult to take a doctrinary view on monetary 
policy, and this appears to be the general attitude governing the 


' answers. The replies are nonetheless those that the economist and not 


the layman would give.” 
Professor Beckhart’s own interpretation of the majority opinions 


' with respect to public debt policies treated in this question is “that the 


respondents are in favor of the refinancing of the floating debt and feel 
that interest rates should on the whole be free to seek their own levels. 
Both are parts of the same pattern. The floating debt has increased, in 
part, by reason of the structure of interest rates; i.e., by reason of the 
iact that short-rates rule below long-rates. The unpegging of the interest 
rate curve will mean that short rates will either be equal to or rule above 
long rates, a circumstance which will facilitate the refunding of the 
floating debt.” 
7. Government financing by banks. 

Three out of five respondents approved reliance on banks as 
residual underwriters for the federal debt, even though this involved 
monetizing a substantial part of it. Dr. Robinson maintained that less 
can be concluded from the numerical count than from the comments. 
Half of those answering wrote comments, chiefly to the effect that this 
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was “another dilemma,” “dislike this but think it inescapable,” “practi- 
cal necessity,” ‘‘see no alternative,” “‘Yes, necessary but keep it as smal] 
as possible.” Said Dr. Robinson, “These comments grew out of the 
background of recent events. They were prepared soon after the end of 
the war. That the increase in the war debt should have taken place with- 
out some monetary expansion seems inconceivable, so that financing 
through the banking system was inevitable.” He points out that another 
group, joining in the affirmative replies, ‘may be identified with so- 
called ‘functional finance.’ The comments of this group were not much 
colored by wartime experience, but rather by that of deflation and 
depression. .. . They hoped to secure whatever additional fillip there 
might be to the initial stimulation of a deficit by adding to it monetary 
expansion.” Dr. Robinson mentioned that still a third group, though a 
small one, joined in the affirmative replies; namely, those aiming toward 
100 per cent reserve banking. According to Dr. Robinson: 

Some divergent interpretation of this question may have arisen from the use of the words 
“residual underwriters.’’ This phrase has color; it is not just a form of neutral description. . . . 
There is a clear implication that some prior effort has been made to sell the obligations resulting 
from government deficits to nonbank buyers. Since a deficit (except for variations in Treasury 
cash) puts additional funds in the hands of businesses or individuals, the failure to sell al! of the 
obligations to them means that these groups have elected to retain some of these added funds 
in cash rather than as nonmonetary liquid assets; i.e., federal government securities. Thus 
so-called ‘“‘residual’’ financing turns out to be a process of meeting the demand for cash bal- 


ances. ... The question is not whether the banking system should be a residual underwriter 
of government deficit, but rather one relating to the public demand for cash balances. 


b. A majority voted direct sale of government securities to Federal 
Reserve banks, both with respect to the five billion now permitted and 
without limit. However, an even larger majority voted against pro- 
hibiting all direct sales. This raises doubts about respondents’ being 
conscious of the implications. Direct sales short-cut the market and are an 
easy way to inflation unless compensatory checks are introduced. 

Not all agree to this; for example, one comment states, ‘““‘What about 
indirect sales; emphasis on direct sales is not justified.” Another re- 
spondent pleads for the “functional finance” approach and justifies 
direct sales to Reserve banks without limit “except with regard to 
maintenance of price level.’”’ In the opinion of Dr. Robinson, the 
responses to this part of the question present ‘‘a very confusing array” 
and the annotated comments do not serve to clarify the issue. Con- 
tinuing, he stated that: 


One group, evidently having in mind the great ease with which government securities can 
be channeled from the Treasury to the Federal Reserve banks with only a brief pause in the 
open market, preferred to treat the issue as trivial. Evidently this group took a rather poor 
view of central bank acquisitions at all, however, since this point was mentioned more often 
by the disapproving than by the approving respondents. Another group apparently viewed the 
issue in the light of recent actual experience. Since direct sales have, in fact, been made only 
for day-to-day financing, usually in anticipation of tax or other receipts, no important issue 
of principle has in fact been involved. The matter has been one of convenience and short-term 
money market stabilization. Apparently on these grounds this second group approved the 
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ower but also believed the issue to be relatively unimportant. The third group was that which 

garded central bank purchases directly from the Treasury as an approach to 100 per cent 
reserve banking and divided their votes, approving or disapproving as they viewed the scheme 
n its broader aspects. 

8. Federal budget policy. 

1, 6. Some answered Yes and No to both, which is not inconsistent. 
In the light of recent history, an annually balanced budget requirement 
would certainly not be realistic. Those favoring it emphasize desira- 
bility of getting a balanced budget soon. One favors a double budget, 
annual and longer term. Many consider cyclically balanced budget “not 
feasible,” “not possible.”” One would favor it “if political leaders were 
not cowards and/or crooks.” 

c, d. Some considered these questions ambiguous; questioned the 
meaning of the words ‘‘reference” and ‘“‘necessary.’”’ But most re- 
spondents interpreted questions to mean emphasis on determination of 
expenditures first, then raise the necessary money versus raising money 
first, then spending it. In public finance, both aspects are significant and 
budgets represent a compromise. 

This question was considered ambiguous by some, but most re- 
spondents answered in the sense that depression is not a time for the 
government to economize on expenditures, though the nature of such 
~ nditures might of course be different. 

The issue here is not clearly drawn between those who favor taxa- 
tion for revenue and those who wish to use it as an instrument of social 
Ol ap. but the vote reflects sentiment in favor of the latter. 

100% reserve money plans. The so-called per cent plan” has 
been give a variety of meanings. The plans initially proposed by Pro- 
fessors Soddy, Simons, and Fisher contemplated the exchange of com- 
mercial bank assets for cash. This exchange would have signified the 

rtual surrender of the lending and investing function by commercial 

stitutions and have necessitated the assumption of this function by 
other middlemen. The more recent version follows the idea advanced by 
Professor Angell; that is, of having commercial banks pledge sufficient 
assets to acquire 100 per cent reserves. This expedient would establish 
a ceiling on the volume of bank assets and bank money and permit com- 
mercial banks to lend and invest within the limits established. Professor 
Fisher has endorsed this general idea, recommending that the govern- 
ment rate its bonds held by banks at par and that it lend on such bonds 
enough additional cash to bring reserves to the 100 per cent level. Banks 


would not be allowed to increase their reserve in bonds and would there- 
alter be limited to the revolving fund established, except insofar as the 
monetary authorities elected to alter the amount of cash reserves. Pro- 


fessor Fisher has endorsed the Voorhis bill which proposed changes along 
the general lines indicated. Finally, there have been various other 
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proposals for increasing reserves or establishing ceilings on some com- 
promise basis. 

Section 9,a was designed to test views as to (1) early proposals, (2) 
the present version of the Fisher plan, and (3) other variants. The 
responses for (1) were 9 Yes and 30 No, for (2) were 3 Yes and 30 No, 
and for (3) were 14 Yes and 26 No. The results are not additive but 
suggest that 26 to 30 were opposed to any form of the plan. The re- 
sponses to 9,c varied from 14 to 25 persons, suggesting a range for 
those in favor of some form of the plan. Unfortunately, several responses 
indicated unfamiliarity with (2); also, (3) was not consistently in- 
terpreted to include compromise proposals. 

Section 9,b was designed to determine whether opponents of 100 per 
cent plans might give support under certain conditions, depending on 
developments at home and abroad. The number of affirmative answers 
was insignificant, except in the case of “serious inflation” (4), which 
received 7 affirmative answers. 

Section 9,c suggested some of the major arguments which have been 
advanced by proponents of 100 per cent plans. The largest numbers 
of affirmative votes were given to control over the quantity of money 
(5), management of the public debt (1), price level stabilization (6), and 
the prevention of bank failures (4), in the order indicated. The pre- 
vention of booms and depressions (7) received a majority negative vote 
and only a small number of persons signified approval of nationalization 
(8), high interest rates (9), or bank earnings (3) as significant argu- 
ments. Several persons stressed the overlapping character of the 
arguments, some noting that the quantity of money argument covers 
everything, and others observing that the public debt issue is the 
dominant consideration. 

Inspection of the results and comments seems to warrant the con- 
clusion that section 9 has not shown the varying shades of opinion in 
clear-cut fashion. The brevity of the questions gave rise at some points 
to different interpretations. Some of the responses indicated lack of 
familiarity with the major plans and issues. If further attempts are made 
to determine sentiment on the 100 per cent idea it would seem necessary 
either to limit the questionnaire to one clear-cut proposal, as Professor 
Fisher has endeavored to do, or, if another attempt be made to measure 
shades of opinion, to spell out the issues in greater detail. It is question- 
able whether an attempt to take account of changing circumstances or 
to measure the weights which proponents give to various arguments can 
yield very significant results, 

100. Branch banking. Economists approve a liberalization of branch 
banking—regional, national, and state-wide—and in that order. Only 
one respondent voted to abolish branch banking. 
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11. Inflation. 

a. The question on inflation might have gotten more clean-cut results 
had we asked respondents to check one choice instead of answering all 
three. However, it is easy to interpret the results. Nearly everybody 
considers a substantial rise of prices both probable and possible. Only 
10 answered the third part, 6 indicating that such rise in prices is un- 
likely, and 4 not unlikely. One voted unlikely “if OPA is retained 
another twenty-four months.” Only 29 voted on this part of the ques- 
tion. 

b. Most respondents answered this part of the question: Inflation, if 
it comes, will be caused by relative scarcity of goods and, secondarily, 
loss of confidence in the dollar. A third cause was inserted by a large 
number of respondents; namely, increased costs of production. Pressure 
groups, strikes, unwise government controls, full employment policy are 
specifically mentioned. Many stated that a combination of (1) and (2) 
or all three factors will bring about inflation, and some said that it is 
already evident in land and equity prices. 


THE INTERNATIONAL MONETARY QUESTIONNAIRE 


The international questionnaire was sent to 94 qualified economists. 
Less than half of this number were returned and only 34 were received 
in time to be included in the analysis tabulated below. As in the case of 
the domestic questionnaire, the number of Yes ‘and No answers were 
totaled and the percentage of Yes to total answers computed (those 
falling within the ranges of 75 per cent and above and 25 per cent and 
below represent agreements and are bold-faced, the number of qualifica- 
tions, total and according to Yes and No answers, being indicated in the 
Comment column. 


INTERNATIONAL MONETARY QUESTIONNAIRE 


Questions have been grouped under subject-matter titles. Indicate whether you approve 
lumn 1) or disapprove (column 2) the proposals. If you do not know, do not want to express 
r opinion, or wish to qualify your answer, check or otherwise indicate in column 3. 


Yes Ap- Disa- | Comment 
| proved | proved | Total: Yes/No 


I. Methods of determining postwar exchange rates 
1. Assuming that the bulk of commodity and capital transac- 
tions in foreign trade will be carried on by individuals operat- 
ing within the framework of a moderate degree of government 
control, do you approve or disapprove 
a. fixed exchange rates 35 7 5 
). freely fluctuating exchange rates 17 15 
4 


occasional revaluation of fixed rates by unilateral! action 11 
revaluation of fixed rates by agreement; e.g., through the 


Monetary Fund 94 30 2 

(1) Do you approve of the position taken by Haberler or 
by Hansen in their recent symposium on fundamental 
disequilibrium (see Rev. of Econ. Stat., Nov., 1944, pp. Hab. Han. 
182-183 and 191-192) (circle name) 60 12 + 
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3 
Yes | Ap- | Disap- | Comment 
| proved | proved | Total: Yes/No 
2. os postwar monetary parities should be determined on a i 
DaSiIS O | 
a. purchasing power parities (using 1939 as base year) 39 7 11 73/1 
b. cost parities (using 1939 as base year) 37 7 12 6:5/0 
c. some other quantitative formula 29 4 10 10:3/1 
d. the method of trial and error involving consecutive parity 
adjustments 84 21 4 5:5/0 
e. would your answers be different 
(1) assuming full employment in different countries 45 8 10 3:2/1 
(2) less than full employment (Yes in column 1, No in 
column 2) 48 10 11 5:4/1 
3. In fixing a new rate at the time of revaluation, should the new 
rate be established by relating the country’s national cur- 
rency to 
a. gold 70 14 6 8:6/0 
b. the dollar 50 6 6 9:4/1 
c. a*‘key”’ currency for the country in question 33 5 10 8:3/2 
d. a group of other currencies through agreed action by all 
countries concerned 70 19 & 13:10/1 
Il. Exchange controls in relation to domestic 1 2 
business Current Account Capital Account 
1. Domestic full employment policies, — 
through expansionary fiscal policy not A B A B 


matched by similar policies abroad, are ‘0 % % % 
compatible on current and on capital Yes) Yes| No | Yes Yes| No | Yes Yes| No | Y€5| Yes! No 
account with absence of restrictions 

(control of international transactions) 
(A) in periods of moderate stability, | 

(B) in a period like the thirties 
a. in industrial countries not heavily 


| 
dependent upon foreign trade 86 18 | 68| 15 7| 75 | 15 §| 13 
b. in industrial countries heavily | | | 
dependent upon foreign trade 60 | 12 8); 19) 9] 2/17 
c. in raw material countries 57} 12] 9] 14] 3 | 19| 33| 6| 12] 10] 2) 18 
Comments on the Above Answers 
(Total: Yes/No) 
1 2 
1,a | 6:3/1 | 4:2/2 | 4:1/1 | 5:1/3 
b | 3:1/1 | 3:1/1 | 3:1/1 | 3:1/1 
| 4:1/1 | 3:1/2 | | 3:1/1 
2. World-wide full employment policies, i.e., co-ordination 1 2 
of national policies, (A) can, or (B) probably wili achieve —— 
sufficient economic stability in the long run to permit | ,, | Can Pay — 
balance of payment adjustments without import con- | ¥¢ | Ae + 
trols, exchange controls, foreign trade monopolies Yes) Yes No | Yes No 
a. if Russia continues to deal with other nations exclu- |—— ——— 
sively through state monopolies 9 | 21 1] 79] 11 13 |12:9/1 | 9:5/1 
b. ifalarge sterling bloc continues to pursue monopolis- 
tic trade practices, partly through bilateral payments 
agreements, partly through government supervised 
cartels 48/10 il 7 1 13 | 7:5/1 | 5:1/2 
c. if every other country has state monopolies or equiva- 
lent trade and exchange controls 21; 4 15] 6 1 15 | 8:3/3 | 7:1/3 
d. if the United Nations Organization provides the | 
necessary security for a free flow of international 
trade 95 | 21 1/82/14 3] 8:6/1 | 8:4/2 
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lll. The extent to which a nation can permit freedom of international 
pa 


wn wre 


~ 


tyments 
International payment should be entirely free 
All payments should be controlled 

. Only payments arising out of capital movement should be 
controlled 
All payments should be controlled, but with a general license 
extended to those which are connected with commercial 
transactions 

. Countries that have accumulated dollars and gold reserves 
during the war (e.g., Latin America) should now be per- 
mitted to spend them freely (except for domestic rationing, 
etc.) in the United States 
In the event of a depression in the United States dollars 
should be rationed by the Monetary Fund as a means of pro- 
tecting other countries from the effects of such a depression 
United States exports to foreign countries should be rationed 

through the retention of wartime export controls or other- 

wise) in the event of, and as a means of combating, inflation 
in the United States (waive considerations of domestic ration- 
ing) 
United States should co-operate with foreign countries to 
curb unproductive capital transfers through the exchange of 
information on private balances 


The impending scarcity or shortage of foreign, especially dollar, ex- 


ance should be relieved by 


1. blocking sterling balances 
2. loans by U.S. government 


a. at market rate of interest on U. S. securities of same ma- 
turity 
b. at lower rate; e.g., 1% 
c. without interest 
private loans 
a. with U. S. quarantee 
b. with support of Bank of Reconstruction and Development 
c. unaided 
$. direct private investment abroad 
5. allowing other currencies, especially the pound, to depreciate 
relative to the dollar 
». “rationing” of the dollar by foreign countries 
other exchange contro] measures by Britain 
organization of regional currency groups 


9. use of national or group stabilization funds 


a. if International Monetary Fund is not created 

b. asa supplement to an International Monetary Fund if one 
is created 

substantial reduction of U. S. tariffs 

a. by agreement along lines of reciprocal trade agreements 

b. by unilateral action if agreements fail 


he British external debt and balance of payments problem 
1. Do you favor (approve) financial aid to Britain 
a. without conditions 
b. on condition that Britain remove wartime trade and ex- 
change controls 
c. on condition that such controls plus imperial preferences 
be removed, evenif U.S. tariffs are reduced 
d. only in the form of taking over a part of Britain’s Sterling 
area debt, so as to unfreeze the blocked sterling balances 


reign loans and investments 

Before they approach the U. S. government for loans, Euro- 

re en should be made to finance their imports from 

the U.S. 

a. out of any gold and dollar reserves they possess 

b. out of any excess gold and dollar reserves beyond their 
own minimum reserve requirements 

c. out of excess gold and dollars beyond reserve needs as long 
as sufficient to meet relief and reconstruction requirements 


2. A reasonably large outflow of capital from the U. S. is desira- 


ble because 


1. by increasing productivity and incomes abroad, it will in- 
crease directly or indirectly foreign purchasing power for 
U.S. goods 

b. it will contribute to maintenance of prosperity and high 
level of employment in the U. S. 

c. without it, high level of employment in U. S. will be ex- 
tremely difficult 
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| 1 2 3 
Yes Ap- Disap- Comment 
proved | proved | Total: Yes/No 

55 11 9 9:S/1 
0 0 18 4:0/2 
? 

65 il 6 12:5/1 
29 4 10 8:2/1 
83 20 4 9:4/3 
48 10 li 10:1/3 
37 10 17 9:3/5 
77 20 6 4:0/1 
33 7 14 10:6/2 
61 il 7 10:5/2 
69 11 5 7:3/2 
53 8 7 10:6/2 
43 6 8 7:4/0 
81 2 5 6:4/0 
69 11 5 7:5/0 
89 |, 23 3 4:3/0 
60 15 10 11:7/3 
35 8 14 11:5/2 
25 4 12 8:4/1 

9 2 21 4:2/1 
79 15 4 8:3/0 
53 8 7 8:2/0 
100 28 0 5:3/0 
83 19 a4 §:2/1 
26 6 17 §:2/2 
76 16 5 9:7/1 
68 15 7 10:6/3 

6 1 16 4:1/3 
10 2 19 $:1/2 
46 11 13 7:4/1 
71 17 7 9:2/3 
88 23 2 10:6/0 
88 23 2 9:7/0 
48 11 12 7:5/1 


lm 


234 AMERICAN ECONOMIC ASSOCIATION 


1 2 3 
% 
Yes Ap- Disap- Comment 
proved | proved | Total: Yes/No 
d. it will contribute to world political stability and securit 97 29 1 8:8/0 
e. despite individual losses, prospects are esod ad they wi 
prove sound from point of view of profit and loss in the 
67 12 6 9:4/1 


aggregate 

f. even if justification is doubtful on basis of dollar profit and 
loss, it is justified from the standpoint of benefits to the 
U.S. asa whole 82 22 5 8:5/1 

g- without it, foreign countries will have difficulty in develop- 
ing their trade and payments on a liberal multilateral basis 
and will establish currency areas and economic blocs 93 28 2 6:4/0 

3. Such capital exports are undesirable because 

a. unsatisfactory record of many foreign borrowers and unre- 

liability of undeveloped countries making unlikely sub- | 


stantial repayments of large-scale loans 5 1 18 7:0/4 
b. defaults, for whatever reason, engender ill-will and create 

difficulties offsetting immediate gain 13 2 13 8:0/5 
c. in effect, it is a plan to export unemployment which will 

invite retaliation 6 1 15 10:0/6 


to depress domestic industry, offsetting prosperity stimu- 


lated in the beginning 0 0 16 8:0/4 
e. it will interfere with development in the U. S. especially 
of backward areas 0 0 19 6:0/4 


d. interest and amortization payments will ultimately tend 
| 


4. With respect to the role of government in regard to capital 
exports, do you believe that 

a. during the next few years without governmental measures | 

a reasonably large outflow of private capital will be ex- | 


ported in the interest of U. S. economy : 29 8 20 7:1/2 
b. the government should supplement private investment if 
necessary to insure ‘‘adequate” amounts 93 25 2 7:3/0 


c. government program of capital export should be designed 
to mitigate fluctuations in private capital export by ad- 
justing the amount of total capital export, including gov- 
ernment lending, to the state of domestic and inter- 
national economic conditions 64 18 10 3:0/1 

d. if a government lending program is approved, interest rate 
policies should be 
(1) uniform rates for all borrowers of similar maturities 

and other conditions (assuming that although risks 
vary, no loans are made unless good) 40 8 12 7:0/3 
(2) rates that do not compete with private lending, pro- 
vided private money is available on terms generally 


regarded as not unreasonable 73 16 6 8:4/2 
e. that money borrowed here must be spent in the U.S. 6 2 29 3:0/2 
f. the government should prevent private loans of an unde- 
= character and contrary to the best interests of the 
(1) by requiring registration and giving government 
ower to deny application 56 10 8 3:1/0 
(2) fimit government contro] to disclosure of relevant 
facts 70 21 9 2:1/0 


Analysis of Results—Question by Question 


The following interpretations of the results of the poll were made by 
participants who contributed to the drafting of the questions and who 
had the benefit of the comments written in by respondents. 

Question I. Methods of determining postwar exchange rates. 

The questions in this section were discussed by Dr. Ragnar Nurkse 
and Professor M. E. Garnsey. 

Dr. Nurkse comments as follows: 


The nature of the questions in this section does not permit a precise analysis of the answers 
with respect to their logical consistency. But even without any such elaborate analysis it seems 
to me that the answers yield certain definite results which are in general quite consistent with 
2 other. In summarizing them, I will distinguish between positive results and negative 
results. 

In the first place there is an overwhelming majority in favor of a system in which fixed 
exchange rates are, in case of need, revalued by mutual agreement through some such machin- 
ery as the Bretton Woods Fund. That is clear from the answers to question 1,d: the majority 
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is 30 to 2. Incidentally, this was the question which got the greatest number of answers in this 
section of the questionnaire. 

Thus nearly everybody wants exchange rates to be adjusted by mutual agreement. This is a 
welcome result. An exchange rate by its very nature is something that concerns more currencies 
than one. It used to be thought that the gold value of a country’s currency was of no concern 
to anybody except that particular country. But, of course, the gold values of currencies deter- 
mine their exchange rates, and exchange rates are inherently a matter of international concern 
and a — for international agreement. Here, then, is one lesson of the past which has been 
taken to heart. 

Now the question arises, what is the criterion on the basis of which agreed adjustments in 
exchange rates are to be made? This is the supplementary question under 1,d: the choice be- 
tween the conflicting views expressed by Haberler and Hansen. There is a definite, though not 
very large, majority in favor of Haberler; that is, in favor of the balance-of-payments criterion 
as against the concept of purchasing power or cost-structure parity. 

The answers to question 2,d show a very large majority (21 to 4) in favor of determining 
postwar exchange rates by the method of trial and error involving consecutive parity adjust- 
ments. Unfortunately the balance of payments is not mentioned among the criteria listed under 

iestion 2, and so the members who voted for Haberler under question 1,d,(1) do not get a 
chance to show their preference here. I take it that most of the respondents who favor the 
process of trial and error would favor using the balance of payments as a guide for this purpose. 
This does not mean that price and cost comparisons cannot also be used as a guide. In fact 
Haberler himself stresses the importance of price and cost comparisons as a statistical indica- 
tion for the fixing of the initial rates in the present postwar situation, because during the war 
period many countries simply have not had a balance of payments in any normal or economic- 
ally significant sense. 

The third point at which we find both a large number of answers and a large majority of 
positive answers is question 3,d. The meaning of this question is not very clear, but from some 
of the comments it seems that members took it to mean the Bretton Woods Fund arrangement 
and that is the way I would interpret this question myself. Of course, those who answer ques- 
tion 3,d in the affirmative would not necessarily answer questions 3,a and b in the negative. 
In fact the Fund arrangement requires that the par value of each member’s currency shall be 
expressed either in gold or in United States dollars. Practically these two alternatives mean the 
same thing under present conditions. , 

It seems, then, that we know approximately what we want. We also seem to know what we 
do not want. First, under 1,a there is a large majority against the principle of fixed exchanges, 
by which I suppose is meant permanently fixed exchanges. This large majority becomes an 
overwhelming majority if we take the comments into account, because three of the affirmative 
respondents approve of fixed exchanges only subject to c or d; that is, subject to occasional 
changes either unilaterally or by agreement. 

Secondly, it is quite clear that we do not want freely fluctuating exchanges either. The 
majority here is 15 to 3, and even among the minority of 3 there are 2 answers which are sub- 
ject to qualifications. 

In the third place, the answers to questions 2,a and b show that most people are not inclined 
ly simply on price and cost comparisons in the determination of postwar parities. I may 
perhaps return to this problem in a moment. 

Lastly, it may be worth pointing out that there is a 2 to 1 majority against the fixing of ex- 
change rates in terms of “key’’ currencies. The question under 3,c does not necessarily relate 

the “key” currency approach as a whole; yet it does seem to me that here the “key” cur- 


rency school has suffered a defeat though only 15 members answered it. Incidentally, there was 
even less interest in question 3,b, which was answered only by 12 members, with the answers 
evenly divided. Evidently American economists do not feel any strong interest in getting other 


countries to tie their currencies formally to the American dollar. 

So much for the answers. Now I may perhaps be allowed to say a few words on the questions. 
in the whole, I am rather more eral ere the answers than with the questions. As I had a 
hand myself in drafting the questionnaire, my remarks on this point are really in the nature 
of self-criticism. The questionnaire was drawn up largely by correspondence; and it may be 
that correspondence with a number of people scattered in many parts of the country is not the 
ideal way to compile a questionnaire of this sort. But I feel quite sure that Professor Bell, the 
Chairman of our Committee, has done the very best that could be done in the circumstances. 

| ice! that the questions might have been formulated so as to bring out the basic issues more 
clearly. It would have been interesting, for instance, to find out more definitely what economists 
think about the merits of the balance of payments criterion as compared with the price and 
cost criterion. Perhaps we could have got a larger number of answers to this question if we had 
actualy quoted the opposing definitions instead of merely referring to the two articles by Haber- 
‘er and Hansen, which some members may not have read. Apart from their comparative theo- 
felical merits, these conflicting definitions have a direct bearing on international monetary 
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policy. Surely what the Bretton Woods Fund is interested in is, I submit, equilibrium in the 
balance of payments, simply because a lack of equilibrium in the balance of payments is likely 
to involve a draft on the Fund’s resources. Surely from the Fund’s point of view, therefore 
the equilibrium rate of exchange can only be the rate which a country can maintain without 
persistently drawing on the Fund’s resources. 

One might object that this point of view is a narrow one which should not be decisive. But 
the balance of payments criterion is also justifiable on broader grounds. Equilibrium in the 
balance of payments is a necessary and desirable criterion because it rules on those “beggar- 
my-neighbor”’ policies by which an individual country may stimulate its national income and 
employment situation through a surplus in the foreign balance. Surely it is desirable to rule 
out such policies. It is true in a sense that the balance of payments is only a symptom of more 
fundamental factors. But these more fundamental factors are various and numerous, and the 
cost-price structure is only one of them. In addition there is in particular the volume of na- 
tional income and effective demand, which may shift, especially in conditions of underemploy- 
ment, without appreciable changes in costs and prices. 

This is the kind of issue on which I personally would have liked to find out more clearly 
what economists think. But, on the whole, there is little reason to complain about the question- 
naire as it stands. At least the first section of the questionnaire has yielded some clear and 
significant indications, both positive and negative, concerning the attitude of American econo- 
mists toward the problem of international exchange rates. 


Professor Garnsey reported his reactions as follows: 


The first point which strikes the observer is that of the 16 different questions (as subdivisions 
of the three main questions) only 3 were answered by a substantial majority of the 34 respond- 
ents; namely, 1,d, 2,d, and 3,d. Nearly all respondents replied to question 1,d (32 out of the 
34) and 30 of these approved. In question 3,d, 19 approved, 18 disapproved (27 answers out 
of 34 replies). It is interesting to note that these two questions, upon which a large majority 
of the respondents felt competent to express judgment, are directly related to the proposition 
that general over-all agreement among the countries of the world is desirable. One might be 
forgiven for assuming that the above replies are a reflection of the current preoccupation with 
the need for international agreement. In this connection it is interesting to observe that these 
answers are consistent with those which appeared in the first monetary questionnaire circulated 
a year ago. At that time 66 respondents approved the general purposes of the Bretton Woods 
Agreements and only one disapproved. Also, in the poll of the Economists’ Committee on 
— 90 per cent of a much larger number of economists expressed approval of Bret- 
ton Woods. 

In question 2,d, 21 approved and 4 disapproved (25 answers out of 34 replies). This answer 
probably reflects in part a reaction against the complex or controversial nature of the other 
questions. In addition, the approval of trial and error also may have been based on an assump- 
tion that the question referred to the short-run period immediately following the war and 
prior to the implementation of the Fund. Nevertheless, the fact that 21 respondents approved 
trial and error while no more than 7 approved a quantitative approach to the determination 
of parities surely has some additional significance. Does it mean, for example, that these econo- 
mists are content to “muddle through” rather than to attempt at least a partial application of 
scientific method to an economic problem of vital importance? 

Of the 35 respondents, only 18 to 20 were willing to express an opinion either way on the 
other 14 questions. The three questions which received the lowest number of replies were 2,c, 
3,b, and 3,c. Three probable explanations for the small number of answers might be advanced: 
The respondent was in doubt because of the controversial nature of the question; the respond- 
ent was in doubt because of the technical complexity of the question; or, finally, the respondent 
was in doubt because of the ambiguity of the question. One characteristic of the return indi- 
cates that the second reason may have been the most important; for while the three questions 
answered by a large number of respondents showed a high degree of unanimity in the answers, 
the other questions, on the whole, showed a more even division of opinion. 

Differences in opinion revealed in Yes-No answers tended to disappear when qualifications 
were taken into consideration. An important conclusion might be drawn from this: In ques- 
tions suggesting alternative ways of dealing with a problem, it is difficult to frame statements 
which are mutually exclusive in character so that the statement itself invites qualification. In 
any case, it is perhaps not at all surprising that the expert can rarely bring himself to express 
unqualified approval or disapproval of a given statement no matter how precisely it may be 
phrased. Consequently, the direct Yes or No answer must be supported by qualitative reser- 
vations and explanations, and the proper evaluation of the comments is essential to the accu- 
rate interpretation of the results of the poll. 


Question II. Exchange controls in relation to domestic business. 
Question III. The extent to which a nation can permit freedom of m- 
ternational payments. 
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These two questions were discussed together by Mr. de Vegh: 


A summary of the questions. The first group of questions (II,1) concerns the compatibility 
of domestic full employment policies with free exchanges under world-wide cyclical fluctua- 
tions. 

The second group (II,2) deals with the compatibility of domestic full employment policies 
with free exchanges under world-wide full employment policies but under variant institutional 
setups. 

T * third group of questions (III) deals normatively with the problem of free exchanges: 
what should foreign exchange policy be under various assumptions? 

This is a systematic and comprehensive group of questions. Comments received with the 
answers indicated that some of those polled found the wording ambiguous in spots; others 
thought that the basic assumptions were not focused clearly enough. These comments are not 
unreasonable. Yet most of the major foreign exchange problems and policies of the postwar 
era found their way into the questionnaire and did it in a systematic way, permitting a coher- 
ent system of answers from anybody who was willing to give the questionnaire careful con- 
sideration. 

Results. Of the 34 questions analyzed, not more than 27 answers were received for any one 
question; the minimum number of answers was 14. 

The answers to the first group of questions (II,1) are generally true to form, although the 
minority opinions are quite interesting. There was a minority, although very small, which 
thought that domestic full employment policies, through expansionary fiscal policy not 
matched by similar policies abroad, were compatible with an absence of exchange restrictions 
in a period like the thirties, even in industrial countries heavily dependent on foreign trade and 
in raw material countries. 

Conversely, there was a sizable minority (5 out of 20) that considered the freedom of capital 
movements incompatible with unilateral full employment policies even in good times and in 
industrial countries not heavily dependent on foreign trade. Fully two-thirds thought that 
control of capital movements was necessary in any country for unilateral full employment 
policies in times of world-wide depression. 

lhe United States being the only industrial country not heavily dependent on foreign trade, 
these answers mean that even with respect to the United States a 2 to 1 majority does not 
believe that we can spend our way out of a world depression artd have free exchanges at the 
same time. As to the rest of the world, expectations were proportionately—or perhaps less 
than proportionately—more pessimistic. 

The second group of questions (II, 2) apparently contained some pitfalls. Having stipulated 
world-wide full employment policies, the vote was 15 against 4 that if the rest of the world 
has exchange control we have to have it too and the vote was 15 against 1 that we were going 
to have exchange control under such conditions. This is so flagrantly more pessimistic than 
the answer to the identical question under conditions of unilateral full employment policies 
in Il,1 as to make one wonder whether the participants have co-ordinated their answers at all. 
It does seem either that there is no faith in the possibility of successful world-wide full employ- 

t policies or that full employment policies always cause such distortions as to necessitate 
exchange control. 

Perhaps the most interesting answer in this group of questions is that to the last one (II, 

; namely, the possibility of free exchanges if the UNO provides the necessary security. 
Note that the question was not whether the UNO will do so, but merely what happens if it 
loes. The virtual unanimity—flagrantly contradicting previous results—that exchanges can 

d will be free under world-wide full employment policies if the UNO does keep us safe, 
suggests that maybe considerations of national security were at the backs of the respondents’ 
minds more than the feasibility of co-ordinated world-wide full employment policies. It sug- 
gests that somehow the political aspects are the decisive ones and the purely economic ones 
secondary. 

By the way, I wondered a good deal about the correct interpretation of this question. If the 
UNO does not provide the necessary security, the armament race of the great powers will 
presumably provide a sort of co-ordinated world-wide full employment program, possibly not 

{ the sort that we would like to see, but a frighteningly effective one just the same. I suppose 
that that kind of “full employment” would necessitate permanent exchange control. 

The third group of questions (III), namely, what foreign exchange policy ought to be, gives 
a 55-45 division in favor of free exchanges. This of course contradicts the vote on the limits 
if the possible. It is almost as if we had risen and said that we want free exchanges because 

e cannot always have them. 

fo me the most startling votes in this section were those connected with capital move- 
ments, Sixty-five per cent voted permissively in favor of control of capital movements and 
‘/ per cent voted that the United States should co-operate with foreign countries to curb un- 
productive capital transfers through the exchange of information on private balances. If this 
means what it says, it means that 77 per cent of those voting do not ever want to see a political 
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refugee again, or, at any rate, will only stand for destitute ones. A flight of capital is the fina] 
protest of a defeated minority before it seeks physical exile. I doubt if it was the intent of the 
77 per cent majority that the United States Treasury should have turned over to the Nazi 
Government a list of German assets in the United States, including, of course, the assets of 
prospective refugees, but if it was not, their vote makes no sense. 

There is a curious contradiction between the answers to questions 5 and 7: On question 5 the 
vote was 20 against 4 that foreign balances should be freely expendable here now, but on ques- 
tion 7, 10 voted that we should ration exports to combat inflation. It may be that those 
answering did not think we were having inflation today, in which case, however, question 7 
becomes meaningless. 

To generalize, the acceptance of trade and exchange controls of varying stringency by most 
respondents, and the universal pessimism regarding a reversal to free exchanges are the 
most interesting material] conclusions of the poll. The many contradictions suggest, however, 
that at least some of the respondents may not have taken the necessary time to work out a co- 
herent system of answers to so long a questionnaire. To what an extent a greater stringency of 
definitions and more precise wording of the questions would have helped remains, of course, 
an open question. 


Question IV. Impending scarcity of dollar exchange. 

The interpretation of these questions dealing with the impending 
scarcity of the dollar was presented by Dr. J. H. Furth, in collaboration 
with Professor C. R. Whittlesey, who had a good deal to do with the 
drafting of the questions in this section: 


Inter pretation of results. The group of economists that answered the questionnaire believes 
in “‘classica]”’ liberalism in the field of international finance, and is particularly opposed to any 
form of planning that might result in regional discrimination. Some members, however, have 
failed to consider all implications of the questions and their answers. 

Measures intended to relieve the dollar shortage should obviously be different according to 
whether the shortage is assumed to be merely the result of the extraordinary exigencies of the 
immediate postwar period or that of a structural maladjustment of the world economy. In the 
first case, the shortage may be expected to last only for a few years, while in the second case 
the shortage would be permanent unless the necessary changes in the structure of the world 
economy were made. In the first case, foreign loans and investments would be appropriate and 
sufficient, but in the second case, such loans—desirable as they may be for other reasons— 
would serve at best to postpone a crisis, and their service charges would make the shortage 
even more acute than it would be without them. 

The great majority of the answers endorses both foreign loans and efforts to change the 
structure of the world economy by reducing United States tariffs. This is not necessarily a 
contradiction: it may be argued that the shortage in itself would be only temporary and should 
be relieved by loans, but that the repayment of the loans would create another shortage which 
should be relieved by a reduction in tariffs. Moreover, loans can be negotiated much sooner 
than a tariff act could possibly be passed by Congress. It is doubtful, however, whether this 
actually was the reasoning behind the answers. If the permanent dollar shortage is believed 
to result mainly from the service of the loans, it would be reasonable to give these loans free 
of interest, but only a bare majority of all answers favored such a course. On the other hand, 
if United States imports have to be raised more than exports, the best way to achieve that 
purpose would be a unilateral reduction of tariffs, but a sizable minority opposed such a 
course. 

The measures that found most favor with the group were a reduction in tariffs by reciprocal 
agreement and direct private investments. It is questionable whether these measures are suited 
for the one purpose in question. Reciprocal trade agreements tend to increase exports and im- 
ports in about the same proportion, and therefore do not alleviate a dollar shortage. Private 
investments are usually made in the expectation of high yields, and create a larger demand 
for dollars in the near future than any other method. It may be suspected, therefore, that the 
results were close because these methods appealed to the economic mind in general, although 
for reasons little connected with the problem at hand. Similarly, the largest number of votes 
cast on the question of government loans favored an interest rate of about 1 per cent rather 
than the market rate and rather than no interest at all. If, however, American taxpayers should 
be protected, the market rate for United States securities would be appropriate, and on the 
other hand, if payments to the United States should be minimized, no interest would be pref- 
erable. The compromise has little advantage except for the emotional appeal of a compromise 
in general. It cannot be defended as giving due consideration to the conditions of the debtor 
since for the debtor the problem whether to pay 1 or 2 per cent is of minor importance as 
compared to the maturity of the loan and to safeguards in the case of an adverse balance of 
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Supplementary remarks. I wonder whether the answers would have been particularly dif- 
nt if the same questions had been asked without reference to the stipulated conditions of 
n impending shortage of foreign exchange. Does the questionnaire reflect anything more than 
general approval of tariff reduction and of such conventional methods of international 
nce as private lending and the operations of exchange stabilization funds, and (b) general 
.pproval of the less orthodox forms of exchange control? 
e only response that looks as though it might differ appreciably from what would have 
recorded in a general vote on the questions is the fairly strong support given to the idea 
lowing the pound and other currencies to depreciate relative to the dollar. There is no 
essary reason why economists should not adopt the same attitude toward these policies 
eneral and in the particular circumstances indicated. Nevertheless it seems probable that 
similar poll of economists in England would have shown distinctly different results, not so 
much because of disagreement on fundamental principles, as because of a different evaluation 
‘ the difficulties of Great Britain and other countries abroad. 
If this tentative observation leads to any useful conclusion it is that an attempt might be 
le in such instances to focus attention on both the general and the special case. This would 
bably require the submission of two sets of questions. 


Question V. The British external debt and balance of payments problem. 
Professor S. E, Harris’ observations on these questions were as follows: 


lhe results of the questionnaire are of limited significance since replies were had from only 
pondents. In general, financial aid to Britain was approvéd: without conditions, how- 
er, in only 26 per cent; on condition that Britain remove wartime trade and exchange con- 
\s, 76 per cent; on condition that such controls plus imperial preferences be removed, even 
ted States tariffs are reduced, 68 per cent; on the assumption only that this country 
e over a part of Britain’s sterling debt, so as to unfreeze the blocked sterling balances, 


6 per cent. 


Since the questionnaire has been systematically explored by other speakers on this program, 
I shall limit my remarks to the significance of the questions put and to the actual agreements 
worked out with the British in comparison with the proposals of the economists as revealed in 
this questionnaire. 

On the questionnaire proper, I shall limit my remarks to the meaning of financial aid. 
Who will say that the British actually received financial aid? They are asked to pay back over 
a period of fifty years a loan (if the line of credit is fully used) of 3.75 billion dollars at a rate 

{interest of 2 per cent. Actually, when allowance is made for the nonpayment of interest the 
ve years and the time of receipt of the cash, the rate is around 1.7 per cent. 

[he first question that arises is, does the British Government pay this government more than 
the cost of the money advanced? Undoubtedly, the answer is no. What is relevant is not the 

ge rate paid by this government, namely, 1.9 per cent, but rather the marginal rate, 

i is a higher rate. Furthermore, the British borrow for a long time; and the relevant rate 
say) a 25-30-year loan, which may be roughly considered the average period of the loan, 
ificantly more than 1.9 per cent. What is more, in view of the risks involved—who is 

y today that the British will be able to finance loan payments in the year 2000?—the 
rate may be considered all the more reasonable. (The rate of the Export-Import Bank is sig- 
nificantly higher.) Provisions for cancellation of interest payments when the British balance 

payments become precarious, attests the transfer risk. 

On the basis of the relation of interest cost and interest paid, we may conclude that financial 
a s been given to the British. This conclusion is strengthened when consideration is paid 

the outright cancellation of lend-lease, exclusive of compensation for property still held. 
Important aid has thus been given to the British. 

{wo reservations should be noted. First, this aid is required as a direct aftermath of the 
w. The British may well have expected this country to carry the British to some extent 

their export position had been re-established. In the distribution of war tasks, the British 
had been required to concentrate on war tasks and give up export trade. Second, we should 
not leave out of account the favorable effects of the loan upon world income and trade, and 
hence upon the income of this country. One might easily establish the fact that even a non- 
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urrent payments. Actually, a 27-year loan at 2} per cent implies slightly smaller annuity pay- 
nts than a 22-year loan at 1 per cent or a 19-year loan without any interest at all. 
roposals for questionnaire. It might be interesting to note whether questions 2 and 3 
eign loans) were answered positively by the same or by different persons; i.e., whether 
everybody agreed with the necessity of loans and differed only as to the question of public and 
ate loans and to the amount of interest, or whether a minority opposed any loan at all. 
It might also be interesting to find out whether some economists would favor a policy of 
tomatic or planned) changes in the relative price levels as a means to relieve the shortage 
‘ dollar exchange. An increase in the United States price level might make unnecessary any 
‘her structural change, and might easier be achieved than a reduction in tariffs. 
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interest bearing loan, which does not seem palatable to the politicians, might well have yielded 
this country substantial net gains. 

The British made important concessions in commercial policies—perhaps even more than 
might have been expected from the economists replying to the questionnaires. The British, 
for example, approved the proposals in the British document, “‘Proposals for Consideration by 
an International Conference on Trade and Employment.” In this important State Depart- 
ment paper, it was agreed not to export unemployment, to preserve full employment policies, 
to treat all countries in each market on equal terms, to expand opportunities for foreign trade 
and economic development, to reduce tariffs under the most-favored-nation clause, to take 
measures to reduce quantitative restrictions and eliminate exchange control, and to deal with 
restrictions imposed to safeguard the balance of payments. 

In addition, the following provisions were made: 

1. The United Kingdom Government will not apply exchange controls in a manner so as to 
restrict payments or transfers in respect to products purchased from the United States, or on 
current transactions between the two countries. (This is subject to the Bretton Woods Agree- 
ment.) 

2. With some exception, it was agreed that beyond one year after effective date of this 
agreement, the United Kingdom and the United States would not impose restrictions on pay- 
ments and transfers for current transactions. 

3. Again with some reservations, the participating countries agreed not to discriminate 
against imports from the other country when they have recourse to quotas. 

4. Within one year, the British agree, each member of the sterling area would be allowed to 
use its dollars and sterling freely, and without discrimination in all markets. 

In short, financial aid was given; but it is not yet clear how much. And important commer. 
cial concessions were made by the British. The exact degree of the concessions will depend 
upon the success with which the world under Anglo-American leadership carries out the pro- 
gram announced by the State Department. 


Question VI. Foreign loans and investments. 
Dr. J. P. Young’s interpretation of the results on this section is as 


follows: 


Although only 34 replies were received in time for tabulation, the results are interesting. 
On the basis of the replies received it may be said that economists believe that a reasonably 
large outflow of capital from the United States is desirable for broad economic and politica! 
reasons. About 90 per cent of the replies support this view. 

The economists who replied are overwhelmingly of the opinion that outflow of capital will 
aid the expansion of world trade and production, and that it will contribute to the main 
tenance of prosperity and a high level of employment in the United States. The questionnaire 
did not distinguish between long-run and short-run effects on employment. While there is an 
immediate stimulation to employment from capital exports, as interest and amortization pay- 
ments increase they tend to reduce the stimulus resulting from a given annual amount of capita! 
export. The gross capital export would after a few years need to increase rather sharply in 
order to maintain the same net stimulus. 

The economists voted 93 per cent in favor of the statement that without substantial capita! 
exports from the United States foreign countries will have difficulty in developing their trade 
and payments on a liberal multilateral basis and will establish currency areas and economi 
blocs. This implies approval of the proposed Anglo-American Financial Agreement. 

The economists recognize the risks and possible undesirable features connected with capita! 
exports but believe that these features are outweighed by the gains. Only a very few econo 
mists believe that these considerations should be a controlling factor. 

On the subject of a revival of private investment, the respondents do not expect a large out 
flow of private capital in the absence of governmental assistance. Ninety-three per cent ap- 
prove the statement that the government should supplement private investment if necessary 
to insure “adequate” amounts of capital export. : 

On the question as to whether a government program of capital export should be designed 
to mitigate fluctuations in private capital exports by adjusting the amount of total expor', 
including government lending, to the state of domestic and international economic conditions, 
64 per cent voted affirmatively. The wording of this question probably caused some confusion 
regarding implied support of an attempt to control the business cycle through government 
foreign lending. Few persons probably would dissent from the proposition that a govern 
ment lending program should be adjusted to the volume of private investment and to domestic 
and international economic conditions. Several of the questions were not worded as precisely 
as they might have been as indicated by various comments. 

The questionnaire as a whole indicates that economists to a very large degree approve 0! 
existing government policies with respect to foreign investments. 
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POSTWAR TAX POLICY 
PERSONAL VERSUS CORPORATE INCOME TAXES 


By Harotp M. GROVES 
University of Wisconsin 


I. Rationale of Business Taxes 


The rationale of a tax may seem to be of little consequence. Its in- 
cidence and economic effects may appear much more important. How- 
ever, the effects of a tax depend somewhat upon the reasonableness of 
its imposition. Arbitrary taxes are likely to be injurious to morale. 

Analysis of the rationale of a tax usually starts with a consideration of 
benefits and of ability to pay. As to benefits, it can be argued that 
business receives from government a desirable milieu in which to con- 
duct its operations. Certainly, business could not thrive in the anarchy 
that would prevail without government; but neither could the wage 
earner, professional man, nor any other citizen. The fallacy lies in the 
fact that relative benefits are indeterminate. The benefit theory offers 
support for taxation in general, but it provides no satisfactory clew as 
to how taxes should be distributed. It is impossible to say in what degree 
various taxpayers benefit from a battleship. 

In a sense, a business institution is an entity distinct from its owners. 
It can be conceived as an “organic unity,” acting in a single capacity 
and receiving benefits from government in the course of this activity. 
However, it is as logical to identify this entity with its wage earners, 
creditors, and customers as with its owners. In this conception, every- 
one “belongs” to many such entities. But everyone bears some part of 
the business-tax load also, for the incidence (final burden) of business 
levies is probably not confined to the owners. The amount each person 
does and should bear, however, cannot be definitely determined. 

(he benefit theory has further limitations as a justification of the 
corporate net income tax. This tax takes no account of the fact that 
whether or not they show a net profit, corporations enjoy the favorable 
environment of government. 

A personal tax considers the obligation of the taxpayer in the light of 
his duties as a citizen. A business tax approaches him in terms of 
“government as a factor of production.” It is interesting that the factors 
of production—land, labor, capital, management, and government—are 
all, with the exception of the latter, employed voluntarily by the busi- 
nessman. The amount of government and the apportionment of its 
cost to business are determined by voting. However, in the voting 
process, business (directly at least) has a minority voice. 

In the last analysis, all taxes come out of the income or capital (actual 
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or potential) of individuals. Tax burdens cannot be borne by inanimate 
objects. Will division among individuals be more equitable or otherwise 
more desirable if business taxes are levied? This is the important ques- 
tion, and, in searching for the answer, one gets little guidance from 4 
consideration of benefits. 

Closely related to the benefit analysis is the contention that corporate 
taxes are justified as payment for the special privilege of operating as 
limited liability associations. Under modern corporation laws, however, 
the privilege is available for the asking. If competition were effective, 
the value of the privilege would be reduced to zero. It is true that com- 
petition is not that efficient, but corporate taxes make no pretense of 
measuring the results of monopolistic practices. Moreover, the states, 
not the federal government, grant most corporation franchises. 

The second main support for the corporate income tax is that business 
entities have ability to pay independent of that of their stockholders. 
Difficulties here become apparent when the theory is given specific ap- 
plication. For example, if ability to pay is to serve as the basis of a 
corporate tax, can we properly ignore the ratio of earnings to capital 
invested? If the answer is negative, we are forced into the field of excess 
profits taxation, where the problem is one of due allowance for efficiency 
and risk. 

Any corporate tax is necessarily impersonal in character and makes 
no differentiation among stockholders according to income status. The 
small stockholder, sometimes mainly dependent upon a small income 
from stocks, is subject to the same treatment as the wealthy investor. 

It can be argued, of course, that the corporate income tax does repre- 
sent a progressive element in the tax system because it is paid mainly by 
rich people. All studies of dividend distribution point to the conclusion 
that such income tends to much concentration in the higher brackets o/ 
income. This involves the question of incidence, which will be discussed 
presently. Assuming that the incidence of the corporate levy is on the 
stockholders, its progressive character is bound to be highly capricious. 
A truly progressive tax will not only assess a $25,000 income more than 
a $5,000 income, but it will assess al/ incomes of the higher level at 4 
higher rate. The corporate tax results in a higher tax on dividends than 
on salaries, bond interest, or capital gains, regardless of quantitative 
aspects. The test of taxation which it applies is qualitative rather than 
quantitative. To contend that a tax is desirable merely because it is 
paid by the wealthy exemplifies the kind of irresponsibility which 
threatens the successful operation of a mixed economy. 

It is true, of course, that certain other taxes, such as the levy 0 
whiskey, are sometimes justified because they are paid mainly by the 
rich. The whiskey tax can be supported on the ground that the consump- 
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tion of strong liquor should be discouraged. But as a means of making 
the rich support the government, its incidence is even more capricious 
than a levy on corporations. A recipient of a $100,000 income is hardly 
less able to pay taxes to the government than another of the same means 
merely because the former dislikes whiskey and the latter gives it a high 
rating in his budget. 

The situation is complicated by the fact that many people believe 
there is something immoral about profits—especially corporate profits— 
which justifies singling them out for special taxation. This is associated 
with the idea that all business is more or less a racket. Unfortunately, 
there is more basis for this conviction than one would wish. But probably 
the salary paid the manager of a racketeering business is as immoral as 
the profits paid the stockholders. The fact that profit income is non- 
contractual and contingent hardly gives it a moral inferiority. Although 
there are many rackets connected with business, other fields, including 
even religion, are not immune. 

There is also a conviction, and a much more legitimate one, that un- 
earned income (from property) should pay more taxes than earned in- 
come (from services). However, a distinction on this score can be made 
most consistently at the personal level in a differentiation of the personal 
tax. As a matter of fact, even a differential tax on profits could be in- 
corporated in the personal tax. Ignoring the problem of undistributed 
profits (for the present) it can be said that all property and income are 
attached sooner or later to individuals, and there are no sound ob- 
jectives of taxation that cannot be achieved with a personal tax system. 
[hat it is possible to make the tax system more progressive, even with 
the elimination of the corporate tax as such, is not open to serious ques- 
tion. Available means to this end are a reduction of sales taxes, a 
strengthening of the death tax, and plugging the loopholes in the per- 
sonal income tax. 


II. Incidence 


Thus far our discussion has been predicated on the assumption most 
favorable to the corporate tax; namely, that its incidence is on the stock- 
holders. But there is strong ground for the belief that, especially over 
long periods of time, a considerable part of this tax burden is diffused 
among consumers, wage earners, and recipients of other investment 
income. For example, the British have levied few or no peacetime busi- 
hess taxes; yet it seems improbable that rates of profit in Great Britain 
are higher than here or higher than they would have been had the tax 
system featured business taxes. The old idea that an old tax is no tax is 
not entirely without application to the corporate income tax field. 

It is true that corporate income taxes are based upon a surplus—in 


itive 
than 
it is 
shich 
y on ‘ 
y the 
imp- 


244 AMERICAN ECONOMIC ASSOCIATION 


one sense. The net tax is not a cost of doing business as a gross tax would 
be. On the other hand, profits are not all a social surplus in the sense that 
enterprise would be forthcoming without them. If some profit is neces- 
sary to draw out a supply of enterprise, it follows that any tax on the 
rewards of enterprise may affect the supply and that this may in turn 
affect output and prices. 

Corporate taxes may also be diffused among investors. A special tax 
on one line of investment tends to check the flow of capital in that 
direction, resulting in higher rewards to investment there; the increased 
supply of funds in other fields reduces the rewards to those investments. 
Thus the levy might amount to an unearned income tax. 

Two conclusions concerning the incidence of the corporate net income 
tax follow. One is that the factor of uncertainty regarding the ultimate 
burden of the tax is in itself a strong point against the tax. The second 
is that insofar as the tax is shifted forward it becomes a sales tax in 
disguise, having all the regressive features usually associated with the 
sales tax family. 

It may be argued, of course, that the incidence of the personal tax is 
as uncertain as that of the corporate levy. However, this is not con- 
vincing. The personal tax is levied on the individual in his role as citizen 
and is a highly differentiated levy. It is extremely doubtful that this 
tax has any great effect on the supply of the factors of production. 


III. Economic Effects 


As to economic effects, it is apparent, first, that the corporate tax 
discriminates against corporations which finance with equity capital as 
compared with those that finance in part with bonded indebtedness. 
A dollar of income earmarked for the bondholder is paid to him in full, 
but a profit dollar earmarked for the stockholder is, in effect, cut to 
about sixty cents. The extent to which this affects the pattern of corpo- 
rate financing is disputed, but the influence, whatever its degree, is 
clearly on the wrong side. Business instability is enhanced by excessive 
corporate debt. 

The second approach to economic effects is through the factor of in- 
centives. The author has argued that a tax close to the productive 
process and within the range of managerial discretion is likely to have 
more weight in decisions concerning business expansion than a more 
remote levy on stockholders. However, the main issue is not whether 
taxes at the corporate level are more of a deterrent than taxes at the 
personal level. The issue is whether singling out the profit element in 
income, regardless of distribution, for especially heavy taxation is 2 
deterrent to risk-taking investment. The question, put this way, seems 
almost to answer itself. 
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Our present tax system applies two taxes to profits, one to bond in- 
terest, less than a full tax to capital gains, and none at all to the interest 
from many government bonds. Again it is important to point out that 
these are qualitative, not quantitative distinctions. If taxes are a deter- 
rent to whatever they strike, as commonly supposed, it can hardly fail 
to follow that these perverse distinctions offer some discouragement to 
the assumption of risks. 

The present combination of taxes also tends to encourage “corporate 
hoarding.” The quantity of saving depends upon two conditions: the 
ability to save and the will to save. The corporate tax might diminish 
the ability to save, but the double tax feature attending it affords an 
extremely strong incentive to save. The present system provides a 
differential tax burden favorable to undistributed as contrasted with 

stributed earnings. Profits that pass through corporations are subject 
to two levies; earnings that are reinvested, to only one. It is a well- 
known fact that the increase in dividend distributions during the war 
was far less than the increase in corporate earnings. The cures for this 
perversity are not easy to apply. Obviously, the first to suggest itself is 
in undistributed profits tax in place of the corporate net income tax. 


IV. Social Control 


Turning next to the use of the corporate tax for social control, perhaps 
the strongest case built on this theme asserts that the corporate tax is a 
means of recapturing unjust enrichment arising from monopoly in 
business and that it is used, or might be used, to prevent monopoly. But 
is it good policy to tax all profits (or even all so-called “excess” profits) 
in the endeavor to tax monopoly profits? Monopoly profits can be taxed 
at the personal as well as the corporate level. If a corporate tax were to 
be designed for preventing monopoly, it would need to be graduated at 
the upper rather than at the lower level. A case could be made for such 
a tax, which, however, would be painfully undiscriminating. 

lt is true, of course, that a graduated corporate tax like our own gives 

erential advantage to small business and that the social interest in 
small business is real and important. There are, however, other ways of 
using the tax system to aid small business. Since this subject is to be 
discussed by other speakers on the program, I shall not venture further 
with it here. 


V. Fiscal Necessity 


We come now to perhaps the strongest argument for the retention of a 
corporate business tax in the federal tax system. Certain practical 
limitations of personal income and death taxes, combined with high 
iscal requirements, dictate the conclusion that not all the needed 
revenue can be had from sources approved without reservation. 
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The personal net income tax is subject to two limitations, the first of 
which is administrative. It has not been demonstrated as yet that we 
can apply a direct tax with high rates to large numbers of low-income 
farmers, professional men, and individual businessmen. The second 
limitation is political. It has not been demonstrated that we have the 
discipline to maintain the breadth of base and the high, effective rates 
necessary to make a direct tax supply all of our revenue needs. Strong 
pressure to raise exemptions is based on the theory that exemptions 
should be accommodated, not to revenue needs, but to some absolute 
standard of living. The proponents ignore the facts that governments 
supply prime necessities of life, too; that one way or another these will 
be paid for in part by families with incomes below the national average; 
and that the income tax is the fairest way to collect from such families. 
There is now and has always been a battle between opportunism and 
rationality in taxation, and a complete victory for rationality would be 
too much to expect. 

Perhaps the various taxes should accordingly be rated in priority 
order. In such a scale, personal income and death taxes would rate at 
the top and general sales taxes at the bottom. Corporate net income 
taxes would rank well above most special excises. The latter are quite 
as arbitrary in their incidence as the corporate income tax and have the 
additional undesirable feature that they tend to undermine the highly 
important postwar market. 

Another pertinent point is that several state and local taxes, including 
the general property tax, are subject to many of the objections here 
raised against the corporate income tax and to other limitations as well. 
An overhauling of these revenue sources is long overdue. 


VI. Undistributed Profits 


Time permits only a very limited discussion of the problem of un- 
distributed profits. Obviously the type of personal tax system now used 
falls short of reaching ability to pay that does not pass beyond corpora- 
tions. It is true that this ability does reach the individual income tax 
base eventually in the form of capital gains. Nevertheless, capital gains 
are not only favored directly by the tax system, but in addition many of 
them, for income tax purposes, are wiped out entirely when the taxpayer 
dies and the heir is allowed a basis for assets as of the time of inheritance. 
This loophole in the capital gains tax should be closed and capital gains 
should be taxed like other income (with parity treatment for capita! 
losses). 

It should be said, however, that the application of graduated rates to 
capital gains without allowance for the length of time during which they 
may have accrued would be harsh and unreasonable. Many critics of the 
income tax have long recommended the addition of an averaging feature 
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which would allow the taxpayer with casual or fluctuating income some 
relief from graduated rates. This would grant him the privilege of being 
taxed on his average income over a number of years rather than on his 
nual earnings. Because of the administrative difficulties involved, 
this innovation has never been very seriously considered by the tax 
makers. However, some progress in this direction, confined if necessary 
to the higher incomes or even to incomes dominated by capital gains or 
losses, seems not too ambitious an undertaking. For the small income 
recipient the benefit of averaging could take the form of a carry-over of 
unused personal exemptions. The important facts for our present discus- 
sion are these: averaging of some sort is a prerequisite to equitable 
taxation of capital gains, and equitable taxation of capital gains is a 
prerequisite to the integration of personal and corporate taxation. 

However, the government cannot be expected to wait upon the 
realization of capital gains for the application of its tax system to corpo- 
rate reinvestment. Some tax must be collected currently as income is 
earned and reinvestment occurs. There are several possibilities available 
for applying some equivalent of the personal levy to undistributed 
earnings. One of the most promising of the proposed devices, in my 
judgment, is to collect a corporate tax at one of the rates in the personal 
scale, and to use this tax as a withholding levy. On the undistributed 
portion of corporate income this would constitute an undistributed 
profits tax except that the stockholder would be credited with the tax 
paid on his behalf if and when the reinvestment were later distributed 

corporate dividends. 

It is true, of course, that this proposal—borrowed from the long- 

ding practice in Great Britain—would fall considerably short of 
perfectly integrating the corporate and personal tax. Whatever the with- 
holding rate applied, too much would be collected from some small 
stockholders and (unless the top surtax rate were used) too little from 
large stockholders. The perfect device for achieving integration, waiving 
ical difficulties, would be the collection from stockholders upon 
their pro rata shares of undistributed profits. As applied to the general 
run ol corporations, however, this has no successful precedent anywhere 
and it is open to serious practical difficulties so well known that it is not 
ecessary here to describe them. The suggested changes in the taxation 
of capital gains would do much to compensate for inequities involved in 
the withholding technique. 

(he withholding technique would represent a great improvement over 
the system formerly applied in our federal law—that of exempting 
ividends received by individuals from a normal tax equivalent to the 
corporate rate. The exemption ignores the fact that a withheld tax is it- 
self a part of income and should be included in the base used to measure 
personal tax liability. Thus, if a corporation has an income of $100,000 


248 AMERICAN ECONOMIC ASSOCIATION 


before taxes, all of which it aims to distribute, and if $25,000 of this js 
withheld for stockholders, the latter might have a surtax base of either 
$75,000 or $100,000. Assuming an effective surtax rate of 50 per cent, 
the difference in personal tax liability would be $12,500 or 123 per cent 
of the income of the stockholders. Withholding ordinarily involves a tax 
upon a tax; that is, the inclusion of the amounts withheld in the measure 
of personal tax liability. There is no good reason why this should not 
also hold true in the application of the principle to corporate income and 
dividends. 

Obviously, withholding as applied to dividends involves some first- 
rate technical difficulties of its own. Would the corporate tax legally 
represent a levy on the corporation or one upon the stockholder? If the 
former, how would withholding affect the rights of preferred as com- 
pared with common stockholders? How should the credit to individuals 
be applied in the case of delayed dividends such as those distributed 
from income earned before withholding went into effect, or when with- 
holding rates were higher or lower than those currently applied? How 
should income from sources exempt from the corporate levy be treated 
when received by individuals? Would withholding in advance on rein- 
vested income (unrealized to the individual) be constitutional? These 
and other perplexing problems would attend any real effort to integrate 
the corporate and personal tax effectively. The answers to these tech- 
nical difficulties cannot here be attempted. Suffice it to say that the 
problems are not greater, probably, than those encountered in many 
other aspects of income taxation. If an attempt is to be made at inte- 
grating the two levies, it should accept some technical difficulties as th: 
necessary price of an important gain in equity. Here, too, we have the 
advantage of Great Britain’s long experience with integration. 

Much could be said for an undistributed profits tax divorced from 
withholding, particularly if it made some allowance for the capital needs 
of small corporations. Considering political factors and revenue needs, 
the following might represent the sort of compromise which would have 
a chance of acceptance in the postwar period: The combination of a 
15 per cent withholding levy, plus a 10 per cent levy on undistributed 
profits, plus a 10 per cent corporate tax of the present character, plus 
the application of the personal tax to capital gains in full (with some 
tempering of the graduated feature through averaging). Moreover, such 
a program would constitute a great improvement on our present tax 
system. 


VII. Conclusion 


It is difficult to abstract the issue of corporate versus personal taxa- 
tion from the issues of taxing undistributed profits and consumption. 
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Suppose the question were posed as follows: Assuming that all corporate 
profits were distributed and that a feasible rate of taxation upon per- 
sonal incomes would provide adequate revenue for the government, 
would you then favor a combination of personal and corporate taxes or 
only a personal tax system? 

In capitalistic and democratic countries, progress in taxation to a 
large degree takes the form of perfecting the techniques and enlarging 
the scope of the personal tax system. This is another way of saying that 
progress takes the form of substituting rational for opportunistic types 
of taxes. Except as it applies to undistributed profits, corporate taxation 
belongs on the opportunistic rather than on the rational side of the tax 
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THE TAXATION OF SMALL BUSINESS 


By ALFRED G. BUEHLER 
University of Pennsylvania 


In this paper a number of the major tax problems of small business 
at the federal level will be considered. Probably never before in our 
history have the taxation and other problems of small business received 
so much attention. The financial plight of many small concerns, their 
struggle to do their share in the battle of production during the war, 
their difficulties in carrying on under the changed conditions of peace- 
time, the realization that our economic goals of a stable and expanding 
economy call for the maximum investment and employment in small as 
well as in large enterprises, and the political importance of our numerous 
small ventures have combined to stimulate interest in their problems. 
Many persons also believe that the continued existence of the private 
enterprise system requires a vigorous growth of small business activity 
if private business is not to be monopolized by giant cartels or to be 
absorbed by governmental encroachments. 

No standard, generally acceptable definition of small business has 
thus far been formulated. It may be related to the nature of the indus- 
try, the market, the size of the investment, sales, net income, the num- 
ber of employees, and other factors. The definition of small business for 
federal taxation must be arbitrary because it must be convenient and 
practicable. It cannot consider all the variable circumstances of each 
industry and concern. Some fairly definite factor, such as annual net 
income, will probably be necessary as a yardstick. At the present time, 
a tax differential prevails for corporations with annual net incomes be- 
low $50,000. Whether this is a proper dividing line between small- and 
medium-size enterprises is a debatable proposition to which I shall re- 
turn later. The rates of the individual income tax, which apply to the 
business incomes of noncorporate enterprises, are graduated according 
to the bracket of taxable income and no other distinction has been made 
in its application to businesses of different size. 

A tax system cannot be formulated with only the problems of small 
business in mind. However important these problems may be, they must 
be approached with a consideration of the economic goals of society, the 
effects of the tax system upon economic institutions and processes, gov- 
ernmental revenue needs, and other important related factors. It is a 
matter of fact, however, that the tax problems of small business have 
much in common with the tax problems of medium and large business. 
The taxation of all business, as well as that of little business, should be 
consistent with the economic and fiscal objectives of the community. 
All tax impediments to investment and consumption along socially de- 
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sirable lines, so far as it is feasible, should be removed. But all tax 
restraints cannot be eliminated, if our huge postwar budgets are to be 
balanced or even largely covered by taxation, and small business, along 
with other taxpayers, must submit to sacrifices. This does not mean that 
taxes should not be moderated for the encouragement of small business 
as long as a high rate of tax must be imposed upon the larger and 
stronger corporations to raise necessary revenues. 

[t is not yet evident how much tax revenue will have to be raised in 
the decade ahead, but it is quite clear that the postwar federal revenue 
system must consist of certain basic taxes, including the corporate and 
individual income taxes, customs duties, estate and gift taxes, excises, 
and social security contributions. Of these taxes, those upon corporate 
and individual incomes fall most directly upon small business and they 
will be considered in this paper. Time limitations will preclude a con- 
sideration of the other taxes but a few brief remarks will subsequently 
be called for concerning the excises. 

So far as it can be accomplished, postwar taxation should not dis- 
criminate against the corporate form, which is advantageous to many 
small enterprises, or against the partnership or the proprietorship, the 
most popular of the forms of small business organization. The avoidance 
of discriminations is, unfortunately, a highly complicated and difficult 
goal. Postwar taxation should not prevent the birth or halt the growth 
of new and small ventures, invite monopoly, seriously penalize risk- 
taking, dull the incentives to working and investing, deprive small busi- 
ness of funds urgently needed to finance production, marketing, and 
employment, or so reduce the purchasing power of consumers that de- 
mand will dangerously decline. 

The taxation of small business should be as convenient and simple as 
possible and the tax administration should be fair and understanding 
in its relations with the taxpayers, who, in turn, should co-operate fully 
with the administration in the accurate determination of their tax lia- 

These are, of course, principles fundamental to taxation. In 
general, the postwar situation calls for a revenue structure which will be 
basically sound in its economic and fiscal effects while raising the funds, 
by means of taxes which are not excessively burdensome on investment 
or consumption, that will be needed to balance the budget and reduce 
the debt at high levels of employment." 


Many Proposals to Tax Small Business 


Numerous plans for the taxation of small business have been ad- 
vanced. Indeed, one will find about as many tax nostrums as he will 


‘See also the discussion of the tax and other problems of small business in John M. Blair, 
H IR. Bowen, and C. C. Fichtner, “Taxation,” Economic Report of the Smaller War 
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prescriptions for the common cold. Some friends of small business have 
asked why it should not be exempt from taxation. Exemption is hardly 
feasible when workers, farmers, and individuals generally, excepting 
those with the lowest incomes, are subject to the federal income tax and 
the masses must accept the excises and other taxes that are passed on 
to them as a result of our huge budgetary requirements. Many small 
businesses are prosperous and have a taxable capacity; others can pay 
taxes on their incomes at moderate rates if losses are adequately al- 
lowed. A great many small businessmen apparently believe that moder- 
ate taxation rather than tax exemption is all that is required and they 
do not want to depend for their existence upon governmental subsidies 
given to them indirectly through tax exemptions. 

Some persons argue that all new enterprises should be exempt from 
taxation for a few years at least; others would confine the exemption to 
manufacturing or to particular branches of manufacturing or to some 
other industry. Some, again, would give tax deductions to investments 
in new plant and equipment, and some would exempt from the indi- 
vidual income tax the dividends on common stock or the capital gains 
derived from new undertakings. In addition to their effects upon reve- 
nues, these proposals suggest many practical complications. Many ex- 
emptions are difficult, if not impracticable, to define and loopholes for 
tax avoidance may be created which discriminate against those most 
deserving aid. If new enterprises are exempt frem taxation, small enter- 
prises already operating may find their expansion disadvantageous and 
may even fall victim to the competition of the newcomers. It is not very 
practicable, moreover, to single out for individualized tax treatment, 
with special doses of tax vitamins, those weak enterprises which are 
having difficulty in standing on their feet. 

Taxation, while frequently important, is only one of the factors which 
may condition the conception and growth of small businesses. The man- 
agement must be competent, ample financial facilities must be available, 
production and marketing must be effective, and other requirements 
for success must be enjoyed. Tax reform, therefore, is not enough to 
assure a healthy growth of small business. But when tax rates are high 
and taxes are otherwise burdensome, because of their complications or 
other factors, they particularly threaten the rise of new small enter- 
prises and the success of concerns already operating. While some small 
concerns may be quite profitable, enjoy established competitive posi- 
tions, and have adequate financing, many others operate precariously 
in highly competitive fields, have uncertain earnings from a limited 
line of activities and meager financial resources. 

Fortunately for small business, some of the reforms required for the 
removal of onerous and unequal taxes have already been enacted. The 
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excess profits tax, which tends to be most damaging to small, growing 
enterprises enjoying a measure of prosperity while nurturing well- 
established monopolies, which is highly complicated and apparently 
impracticable of administration as an equitable impost, and which seems 
warranted only as a wartime measure, has been repealed. The much 
criticized and obnoxious capital stock tax and its equally objectionable 
companion—the declared value excess profits tax—have also been aban- 
doned by the 1945 Revenue Act. The capital stock and declared value 
excess profits taxes placed erratic and unfair burdens upon many small 
corporations with unpredictable earnings and were not based on any 
logical measure of benefits received from government or capacity to pay. 


The Corporate Income Tax 


‘here is no immediate likelihood that the corporate net income tax 
will be relinquished, much as some persons would like to see it go. It 
is also clear that the individual income tax will be continued. A funda- 
mental requisite, therefore, is the more effective co-ordination of the 
corporate and individual income taxes, the most difficult of the technical 
tax problems confronting the nation, and the moderation of these taxes 
as they apply to the income of small business. 

The 1945 Revenue Act lowered the corporate income tax rates from 
an existing range of 25 to 40 per cent to a range of, 21 to 38 per cent, 
the maximum rate being paid now, as before, by corporations with net 
incomes in excess of $50,000 on their entire net incomes. Thus the law 
continued the principle of limited rate graduation and the granting of 
no exemptions. The new law also continued the precedent of a large 
jump in the tax rate on increases in income from $25,000 to $50,000. 
The tax rate on the first $25,000 of net income is 23 per cent; on the 
next $50,000 it is 53 per cent. (These rates apply only to corporations 
with net incomes over $25,000 but not over $50,000.) By this formula 
rate graduation is stopped at $50,000 and the ratio of total tax to total 

ome rises gradually up to a maximum of 38 per cent on an income of 
$50,000. However, the formula penalizes heavily increases in income 
‘rom $25,000 to $50,000 and discourages the expansion of small corpora- 
tions. The formula should be modified in a manner which will substan- 
tially lessen this discrimination. 

The graduation of corporate tax rates occasions numerous complexi- 
ties and inequalities. If the tax rate could be lowered to about 10 per 
cent and losses were averaged out over a period of eight or ten years, 
there would seem to be no compelling reason for introducting gradua- 
tion. A tax rate differential is justified, however, when a high maximum 
tax rate is necessary, as it may be for an indefinite period, and it is found 
that a great number of the smaller-income corporations cannot thrive 
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under the load of a tax rate of 30 or 40 per cent and that such high rates 
also seriously retard the formation of small new ventures. 

On the other hand, the size of the net income of a corporation is not 
necessarily indicative of the incomes of the shareholders, since many 
persons with small or medium incomes may own the stocks of large- 
income corporations and many persons with substantial incomes may 
own shares of small-income corporations. Nor does the amount of the 
income reveal the rate of return on the corporate investment. Successfu! 
small corporations frequently enjoy higher rates of return than larger 
corporations, but it is also true that the risks of failure are greater for 
the smaller corporations, as a rule, and their incomes tend to be more 
variable than the incomes of the larger corporations. 

Some persons would employ rate graduation to check corporate 
growth beyond a designated income level, apparently assuming that all 
corporations with incomes in excess of that sum are antisocial institu- 
tions and disregarding the fact that a corporation with a net income of 
$100,000 or $1,000,000 may be quite large in relation to its competitors 
in a given industry but quite small, relatively speaking, in another in- 
dustry. The tax rates cannot be graduated according to the badness or 
social undesirability of corporations but must fall indiscriminately, be- 
cause of practical complications, upon all concerns in a given income 
category. 

The tax rates imposed by the Revenue Act of 1945 upon the smaller 
income corporations are heavy and will apparently tend to handicap 
small struggling enterprises. They should be moderated further and can 
be, it would seem, as the lowest rates on individual incomes are lowered. 
There are both economic and political arguments for not lowering the 
tax rates on the smallest income corporations below the rates imposed 
upon the lowest brackets of individual incomes subject to taxation. A 
rough equality in the taxation of the smallest businesses can be approxi- 
mated in some measure by imposing the same initial tax rates upon the 
incomes of the small corporations and individuals. This arrangement is 
far from perfect and it does not correct inequalities arising from the 
different treatment of undistributed income by the corporate and indi- 
vidual income taxes, the double taxation of dividend income, and the 
allowances of personal exemptions and credits for dependents only by 
the individual income tax. Lessening the disparity in the taxation o! 
small corporate and noncorporate firms, however, would remove some 
of the disadvantages which have discouraged many small ventures [rom 
incorporating and which have encouraged some small corporations to 
disincorporate. 

Assuming that the graduation of corporate tax rates is necessary 4S 
long as they cannot be cut to a quite moderate level, up to what income 
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should the graduation be applied? The decision on this point, for lack 
of evidence, must be somewhat arbitrary. Some have argued that rate 
craduation should stop at $25,000, others at $50,000, and still others 
at $100,000 or some other income. The higher the maximum tax rate is, 
the higher the ceiling on graduation will be that can logically be de- 
fended. Changes in the level of prices, the economic position of small 
business, and other factors will also be of importance. 

In recent years rate graduation has proceeded up to $50,000 of net 
income but the primary goal has been to protect the first $25,000. The 
vast majority of corporations earning income, approximately nine- 
tenths of them, ordinarily have incomes not over $50,000. It has there- 
fore been argued that rate differentiation up to $50,000 is a very gener- 
ous gesture. Of course this limit on graduation is intended to apply to 
fairly average conditions. Probably in various branches of manufactur- 
ing it could be argued that the rate graduation should continue up to 
$100,000 in order to separate the small concerns from their competitors, 
and some observers have contended that in particular industries a much 
higher ceiling should be established. A factor which has frequently been 
emphasized is the unavailability of capital for small concerns or its 
relatively high cost if earnings cannot be retained in large measure for 
reinvestment. The problems of taxation and financing are undoubtedly 
related and some persons look to lower taxation as the way to assure 
ample capital to small businesses. 

Any income standard of smallness or largeness is arbitrary and further 
study is needed to answer the question, is the $50,000 ceiling on rate 
raduation about right or is it too low or too high? With tax rates around 
5 to 40 per cent, it would appear that the ceiling should not be below 
50,000 and there are reasons for arguing that it should be higher for 
manufacturing, perhaps $100,000. The difficulty of defining “manufac- 
turing’ or some other industry renders a compromise necessary which 

in be applied to the various fields of activity. 

When the rate graduation is allowed to benefit only the concerns with 
mes below $50,000, as in the present law, concerns with higher in- 
es, even if they are slightly above $50,000, must pay the top tax 

rate, regardless of their rate of return and economic situation. The rate 
graduation is denied to all but the smallest-income concerns because it 
is felt that they alone need lower tax rates and also largely because of 
the deep conviction among members of the tax committees of Congress 
and many businessmen that this automatically precludes the possibility 
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that rate graduation will be extended to higher levels of income as a 
punitive blow at the larger income corporations. The latter point of 
view has always seemed illogical to me. It would seem just as feasible 


to limit the level of marginal rate graduation by introducing a simple 
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scheme of marginal rate increases as a substitute for the present notch 
provision, with its big rate bulge on income between $25,000 and 
$50,000. If all corporations enjoyed the benefit of rate graduation on 
at least the first $50,000 of net income, medium-size concerns would 
benefit materially and as the income increased the tax concession would 
become relatively less important. The result would be, of course, that 
the effective tax rates, showing the ratio of total tax to total net income, 
would be graduated indefinitely and that no sharp line, in effect, would 
be drawn between small- and medium-size business. 


The Incidence of the Corporate Income Tax 


In this discussion of the taxation of small business nothing has been 
said about the incidence of the corporate income tax, which has an ob- 
vious bearing on the problem. If the tax can readily be shifted, like a 
sales tax, as some persons argue, the owners of the corporations can 
escape much of its direct burden at least. If the tax cannot be shifted, 
as others contend, a high rate will directly and substantially affect the 
funds available for reinvestment and for dividends and the inclination 
to assume small business risks. Over the question of corporate tax in- 
cidence there has recently been much disagreement both among econo- 
mists and businessmen and there is a lack of statistical evidence to 
support conclusions.” Nevertheless, some tenative conclusions appear to 
be necessary because of the importance of the issues of the tax rate and 
the so-called “double” taxation of dividend income, first as income to 
the corporation and later as income to the shareholder. 

Probably a part of the corporate income tax, especially when the rate 
is high, is ordinarily shifted to consumers and workers. The tax falls 
upon the interest earned on the owner’s capital, which is a necessary 
cost over a period of years at least, and it would appear that a high 
rate would especially discourage the exercise of entrepreneurial ability 
while frequently depriving corporations of funds needed to finance their 
operations. Since some sellers, particularly the larger ones, have con- 
siderable control over prices, their pressure to shift taxes may be rather 
successful. Small concerns are frequently in a precarious competitive 
position and they appear to be at a handicap in shifting their taxes. 

The possibilities of tax shifting appear to vary with the particular 
circumstances encountered by each firm and also with general economi 
conditions. While the effects of a corporate income tax of 20, 30, or 

2 See, for example, Richard Goode, “The Corporate Income Tax and the Price Level,” 
American Economic Review, Mar., 1945, pp. 40-58; J. Keith Butters and John Lintner, Efec 
of Federal Taxes on Growing Enterprises (Harvard University Graduate School of Business 
Administration, 1945), pp. 7-8; Howard R. Bowen, “Taxation of Net Income from Business, 
Bulletin of the National Tax Association, 1945, pp. 72-80; and Sumner H. Slichter’s state- 


ment in Financing American Prosperity, edited by Paul T. Homan and Fritz Machlup (Twen- 
tieth Century Fund, 1945), pp. 293-294 and 296. 
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\) per cent on supply and demand factors, upon investment and con- 
sumption, upon prices, and other factors are not clear, the tentative con- 
clusion seems warranted that although a part of the tax may ordinarily 
be shifted, especially by the larger corporations, a substantial part of it 
probably burdens the owners of the smaller corporations. The modera- 
tion of the tax on the smaller corporations, if this conclusion be valid, 
would bring direct benefits to their owners and strengthen the com- 
petitive position of these firms. Benefits to the workers and consumers 
would come through increased employment and lower prices resulting 
‘rom the greater activity of the smaller concerns in the competitive 
struggle, under favorable conditions. 

To the extent that a corporation income tax might be shifted by small 
concerns, the process would probably be slow and painful because of 
the required readjustments. From the standpoint of the smaller enter- 
prises, which are commonly at a disadvantage in tax shifting and may 
succeed in shifting only a part of their tax at most, it would be preferable 
to reduce their taxes instead of asking them to stagger along under 
the load of tax rates of substantial weight. 

It may be suggested that a corporate income tax which is not shifted 
is allowed for in the prices paid by investors for securities and that a 
lowering of the tax rate or the mitigation of double taxation would 
bring windfalls to those who have discounted these factors.* This adds 
another note of confusion to an already confused situation. The capital- 
ization process operates quite imperfectly because of the uncertainty of 
‘uture taxes and interest rates on various competing investments. More- 
over, the stocks of many small corporations probably change hands in- 
frequently, if at all, and the present owners may have borne the brunt 
of past tax increases, and if so seem entitled to the benefits of tax reduc- 

I have unduly simplified the incidence problem in this discussion and 
suggest the need for further study. Meanwhile, the tentative conclusions 
above appear to be warranted for the present. 

In attempting to estimate the taxable capacity of small corporations 
to pay an income tax it may be significant that the corporate growth of 
the twenties occurred during a period when the tax rate did not exceed 
13.5 per cent and the individual income tax rates were much lower than 
they now are. During the depression of the thirties the tax rate on small 
corporations did not exceed 15 per cent, except during the period when 
the unwelcome undistributed profits tax was added. By 1939 the maxi- 
mum tax rate had been raised to 18 per cent. During no peacetime era 
has the maximum corporate tax rate previously been close to 25 or 30 


Note the statement by Roy Blough, Assistant to the Secretary of the Treasury, Address 
e National Association of Cost Accountants at New Orleans, December 12, 1945, pp. 8-9. 
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per cent. The recent high tax rates have been a product of war financing 
and it is to be hoped that they may be moderated considerably for the 
benefit of the smaller enterprises. 


Mitigating Double Taxation 


As previously implied, the income of corporations going out in divi- 
dends is subject to double taxation, to the extent that the corporate 
income tax is not shifted. If the reasoning advanced here is tenable, 
there is a substantial amount of this double taxation. With a low corpo- 
rate tax rate the problem would not be a serious one, but when small 
corporations pay taxes at rates such as those under the present law, 
running from 21 to 38 per cent, the problem is of material significance, 
Similar double taxation does not apply to interest on debt, rentals paid 
for property, wages, salaries, or other payments by corporations to 
individual income recipients. Unincorporated enterprises, whatever tax 
discriminations they may suffer, do escape from similar double taxation. 
It will probably be impracticable to eliminate double taxation because 
the uncertain and variable incidence of the corporate income tax will 
probably require a compromise which is based on a conclusion that ap- 
pears to be of general applicability but may not be valid in particular 
cases, and also because of the great postwar revenue requirements. How- 
ever, it can be, and should be, lessened materially. It discriminates 
against equity financing, invites borrowing, and introduces a discrimina- 
tion against the owners of corporations. 

To obviate the inequities and the injurious effects of double taxation, 
it has been suggested that small corporations should have the privilege 
of being taxed as partnerships with the individual income tax. This 
would also equalize the taxation of the income distributed in dividends 
and the income retained, and the decision to incorporate or not would 
not depend largely upon the tax costs involved. Any tax disadvantages 
of corporations could be avoided by exercising the option of being taxed 
as partnerships.‘ 

It is doubtful, for constitutional reasons, if the partnership method 
of taxation could be made compulsory for corporations and even if its 
use is voluntary, legal complications must be overcome. What proportion 
of the shareholders must agree to accept this method, how shall undis- 
tributed income be prorated among the shareholders, how shall the 
ownership of stock be determined, when stock changes hands who shall 
be liable for the tax, and similar questions must be answered satisfac- 
torily. Because of its complications the partnership method would prob- 
ably be practicable only for the smallest concerns. For firms with rela- 

4 See “Report of the Committee of the National Tax Association on Federal Taxation of 


Corporations,” Proceedings of the National Tax Association, 1939, pp. 547-548, 555, 559-500, 
579-580, and accompanying comments. 
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tively few shareholders, who agree upon the desirability of being taxed 
as a partnership, important advantages might be secured. Experimenta- 
tion with the partnership method to determine its desirability and 
feasibility should be undertaken on an optional basis. 

Under certain conditions the income tax may discriminate against 
noncorporate undertakings and it is sometimes suggested that they 
should have the privilege of being taxed as a corporation. This raises 
further interesting problems of tax administration and compliance that 
call for study. 

The British method of dealing with double taxation by giving share- 
holders a credit for the tax paid on corporate income going into divi- 
dends has a considerable number of supporters in this country. It 
involves a high standard tax rate and the complications of tax refunds 
as the price of greater equity. The British practice has a number of 
advantages but seems to lack sufficient popularity to secure its early 
adoption over here. It may also be questioned whether its implication— 
that the corporate income tax is not shifted to any appreciable extent— 
is tenable. 

A relatively simple procedure for removing double taxation from 
dividend income would be to grant to corporations a deduction for 
dividends paid out that are taxable to the recipient. The result would 
be an undistributed income tax. Corporations generally seem to be op- 
posed to every variety of undistributed income taxation, fearing the 
pressure upon them to pay out dividends if the tax rate is at all sub- 
stantial and also contending that they would be deprived of the most 
direct and economical source of capital—the reinvestment of earnings. 
It is invariably objected that such taxation would be most onerous for 
the concerns in direst need of capital, the small firms which cannot 
easily resort to outside financing. 

Some tax students have suggested that this last objection could be 
met by exempting undistributed income up to a designated amount, 
such as $100,000. It seems evident that if any type of undistributed 
income tax is adopted, unless its rate is very low, a differential in rate 
to protect small corporations in need of capital would be essential. 

Because of revenue needs and the opposition to a high-rate undistrib- 
uted income tax, if an undistributed income tax is adopted it would 
probably have to be imposed as a surtax levied in addition to a net 
income tax. If the surtax were quite moderate and an exemption for 
small corporations were allowed, it is possible that the plan might win 
quite a few supporters. However, there is a general apprehension among 
corporations that an undistributed income tax would take away from 
management the control over dividend policies and the reinvestment of 
earnings, a result which those who oppose corporate policies would like 
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to see accomplished because they believe the shareholders should decide 
whether earnings should be reinvested and that excessive corporation 
saving is an important cause of economic instability. 

The most popular plan among businessmen for dealing with double 
taxation appears to be the giving of a credit to individual shareholders 
for at least part of the tax paid by corporations on their income flowing 
into dividends. When the individual income tax was enacted in 1913 
dividends were exempt from the 1 per cent individual normal tax be- 
cause corporate income had previously been taxed at the same rate. 
This procedure continued until 1936, although the tax rates changed, 
when it was abandoned for the short-lived and much criticized undis- 
tributed income tax. 

One proposal assumes that it will be practicable to lower the corpo- 
rate income tax rate to about 20 per cent and to impose a starting rate 
on individual income at the same figure. Investors would receive a 
credit, in computing their individual income taxes, for the full corporate 
tax. This implies that there is no shifting of the tax on corporate income 
going into dividends.*® It may be doubted in view of revenue needs, if it 
will be possible to reduce the corporate tax to a flat rate of 15 or 20 per 
cent and there is also much doubt concerning the willingness of individ- 
uals to permit corporations generally to be taxed at the same rate as the 
initial rate on individual incomes. 

Another proposal would tax the smallest income corporations and 
the lowest income brackets at the same proposed rate of 16 per cent. 
It apparently assumes that a substantial part, but not all of the corpo- 
rate income tax, is ordinarily shifted and a compromise is suggested 
which would allow to shareholders, except to those with the lowest 
incomes investing in the smallest-income corporations, who would re- 
ceive a full credit, a credit for only part of the tax paid by corporations. 
To avoid administrative complications, no tax refunds would be per- 
mitted.® 

This approach to the double tax problem might produce a mild pres- 
sure upon corporations to increase their dividends, but it would pre- 
sumably have much less influence upon dividend policies than an undis- 
tributed income tax of any weight. To many businessmen this seems to 
be an advantage; to critics of corporate policies it is a weakness. 

There is no perfect solution in sight for the dilemma of double taxa- 
tion of corporate dividends. For this reason the perfectionists would 
do nothing and would postpone action until a quite perfect plan is 


® See Research Committee for the Committee on Economic Development, a Postwar Feder! 
Tax Plan for High Employment, 1944, and Committee on Postwar Tax Policy, A Tax Program 
for a Solvent America (Ronald Press Company, 1945). 

‘sr A Program for Federal Taxes (National Association of State Chambers of Commerce, 
1945). 
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available. But if corporate tax rates must remain rather high, as they 
apparently must, and if risk-taking and investment in equity capital 
are to be encouraged, it appears to be necessary to at least alleviate 
appreciably the discriminations of double taxation. The best possible 
compromise, considering the economic, psychological, and revenue fac- 
tors involved, should be sought and soon adopted. 


The Individual Income Tax 


The little factories, shops, stores, and other ventures are commonly 
not incorporated and our discussion must extend beyond the corporate 
income tax. For the owners of these enterprises the individual income 
tax is a business tax. With its exemptions, credits, and progressive rates 
it is popularly recognized as the tax which best conforms with personal 
ability to pay. Because of its revenue advantages and its adaptability 
to individual circumstances, it may properly be regarded as the major 
postwar federal revenue. 

The individual income tax directly affects the availability of funds 
for new and existing small unincorporated enterprises and will, if the 
rates are high, also influence the incentive to risk-taking. It is regret- 
table that the information we have concerning the investments made 
by persons among the various income brackets in small concerns and 
the psychological effects of taxation upon investment is rather meager. 
Many little ventures are plainly financed by persons with modest in- 
comes; others draw funds from the middle and upper incomes. If these 
little undertakings succeed, they tend to finance their activities by the 
reinvestment of their earnings. 

Unfortunately for small business, postwar revenue needs promise to 
be so great that drastic cuts in the individual income tax do not appear 
to be feasible in the near future. The tax rates on 1946 incomes start 
at 19 per cent and rise to 86.45 per cent. For the normal as well as the 

irtax, married couples are allowed an exemption of $1,000 and a credit 
500 is allowed for each dependent. The higher exemptions for the 
normal tax will remove some 11,000,000 taxpayers, it has been reported, 
from the tax rolls. 

Unless living costs rise greatly, the national income expands mate- 
rially, or expenditures are slashed drastically, revenue requirements will 
probably call for a continuance of these exemptions and credits for the 
immediate period before us. Further rate reductions should be granted, 
ii at all possible, to moderate the burdens on the owners of small busi- 
ness and other groups. It is to be hoped that the initial tax rate may be 
cut to at least 15 per cent and that the tax rates on the other income 


of $ 


rackets may also be cut substantially, with a consideration of the 
elects of taxation upon the availability of funds for investment in small 
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ventures and the willingness to assume risks. The maximum tax rate 
should soon be cut to 75 per cent and subsequently to a lower figure. 

A related problem, which is highly complicated and very contro- 
versial, is the treatment of capital gains in such a manner that investors 
will not decline to place their savings in new risks nor will those receiving 
capital gains be given unnecessary and unfair tax concessions. The 
requests of investors for a reduction in the tax rates and for greater 
allowances for losses should be appraised on their merits. A moderation 
in the taxation of capital gains seems warranted only if the individual 
income tax rates on other income are lowered substantially and if the 
lighter taxation appears desirable in order to stimulate investment. 

The tax reductions on individual incomes that will be feasible are 
related to the taxation of corporate income, the excises, and other 
federal revenues. The tax system should be moderate in its application 
to consumer purchasing as well as to investment if economic balance is 
to be maintained. For this reason some tax students would eliminate 
virtually all the excises. If the period immediately before us promises 
to be a boom era, with the inflationary forces prevailing over the de- 
flationary, there are strong arguments for imposing substantial excises 
both to exert anti-inflationary effects upon consumer demand and to 
raise badly needed revenues. When the deflationary forces prevail, of 
course, the excises should be cut greatly. 


Offsetting Losses Against Income 


The conviction has grown among tax students as well as businessmen 
that business income is not fairly defined for taxation by considering the 
income of a single year only. At the present time both corporate and 
noncorporate undertakings are allowed to carry their net operating 
losses of a given year back against the income of the two preceding years 
and forward against the income of the next two years until they are 
offset against income. This permits a five-year averaging of income. 

The loss carry-back is more helpful to firms with declining fortunes 
than to new undertakings and firms with success ahead of them rather 
than behind. It involves complications for both the taxpayers and the 
Treasury because it requires the reconsideration of the income of prior 
years and the refunding of taxes previously paid. Many persons have 
therefore proposed that the carry-back should be dropped about two 
years after the war, or at most be allowed only as a one-year carry-back. 
There is a quite general agreement that the loss carry-forward should be 
extended to a longer period. This is particularly important for enter- 
prises with fluctuating incomes alternating with losses, a situation 
characteristic of many small concerns. A longer averaging period would 
permit a more complete recovery of depreciation and other costs and 4 
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seven- or eight-year carry-forward would be desirable. New concerns 
struggling to surmount the trials of infancy would not benefit im- 
mediately from the carry-forward any more than they would from the 
carry-back, but they would take hope in the knowledge that losses could 
be carried along to offset income and that no income tax would be paid 
until ample allowance had been made for losses. 

The possible desirability of some loss carry-back, perhaps for one 
year, should not be overlooked in the eagerness for a longer carry- 
forward. During a depression the carry-forward would offer some rays of 
hope for the future but would not relieve the present distress of con- 
cerns suffering losses. A loss carry-back here might be of considerable 
significance in saving weakened enterprises. 


More Liberal Depreciation Allowances 


The income remaining to small business ventures after taxes, which 
is their measure of success, depends upon the administration of taxes as 
well as their rates. Small businessmen in both corporate and non- 
corporate undertakings frequently declare that the rates of depreciation 
and obsolescence allowed have been so low and inflexible as to discourage 
the replacement of worn and outdated plant and equipment with new 
and improved facilities. More liberal allowances’for depreciation and 
obsolescence would tend to improve methods of production and would 
invite investment. 

The estimated useful life of plant and equipment should set the 
minimum rates of depreciation and obsolescence, but business judgment 
may demand more rapid rates in order to allow for errors in judgment 
and to permit a quicker charging off of costs of improvements and a 
faster accumulation of reserves to finance new improvements. The risks 
of not recovering costs will be lessened if the rates of depreciation and 

bsolescence are increased. 

A more liberal administrative attitude would readily permit the tax- 
payers to choose the rates warranted by their own experience and that 
of their industry, would remove many of the existing inequalities in the 
application of the law, would eliminate many sources of friction between 
taxpayers and tax administrators, would allow to many small enter- 
prises the rates they should have and which their competitors, who may 
be more fortunately situated for fighting out claims for depreciation, 
may actually receive. A more liberal administrative attitude does not 
demand anarchy in depreciation and obsolescence. The methods fol- 
owed and the rates allowed should be logically consistent. The problem 
appears to be mainly administrative but it may require a statutory 
clarihncation, 


te 
ro- 
rs 
ng 
he 
ter 
ion 
ual 
he 

are 
her 
ion 
ate 
de- 
ISeS 
to 
, ol 
nen 
the 
and 
ing 
ars 
are 


264 AMERICAN ECONOMIC ASSOCIATION 


Conclusions 


The taxation of small business should be consistent with the postwar 
goal of a high and increasing national income. For lack of information 
concerning the distinguishing characteristics of small business, its 
definition, for the present, must be somewhat arbitrary. For income tax 
purposes, a selected amount of annual net income seems to be the most 
satisfactory practicable yardstick. 

Small business will benefit from the repeal of the excess profits tax, 
the capital stock tax, and the related declared value excess profits tax. 
As long as the corporate income tax rates must be rather high, a rate 
differential for the benefit of the smaller-income corporations is justified, 
If the maximum tax rate must remain at approximately the present 
level, rate graduation up to at least $50,000 of net income is desirable 
until more adequate information is available as a basis for selecting the 
proper ceiling. 

That the income tax tends to remain substantially with the smaller 
corporations may be accepted as a tentative working assumption. 
Because of this tendency and the taxing of dividends both as corporate 
and individual income, risk-taking, financing by equity capital, and the 
corporate form of organization are discouraged. The double taxation 
should be mitigated by permitting small corporations to be taxed as 
partnerships and by a better co-ordination of the corporate and in- 
dividual income taxes that would allow for the discriminatory double 
taxation. 

The individual income tax rates on small, medium, and large incomes 
should be moderated as much as possible as an aid to small business. 
If necessary as a stimulus to investment the taxation of capital gains 
should be lightened and capital losses should be more fully allowed as 
the individual income tax rates are reduced. 

The carry-over of net operating losses is economically sound and 
should be extended to a longer period. A carry-forward of seven or eight 
years should be allowed. The desirability of a carry-back should be 
studied. 

A more liberal administrative policy on depreciation and obsolescence 
that would not retard investment and that would lessen the risks of not 
recovering the costs of new facilities should be adopted. This would also 
eliminate many of the existing inequalities in the interpretation of the 
law and many of the frictions that arise between the taxpayers and the 
administration because the taxpayers are not permitted to select the 
methods and rates of depreciation warranted by their experience and 
that of their industry. 
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TAX POLICIES FOR PROSPERITY 


By BEARDSLEY RUML 
R. H. Macy and Company 


Our first goal today—the organization of a just and durable world 
peace—requires that world economic relationships be established on a 
humane and orderly basis. For the success of all these international 
plans a high level of employment and production in the United States is 
everywhere conceded to be indispensable. With high prosperity, we shall 
require large imports of raw materials, and we will find ways to obtain 
for ourselves the economic advantages of lower tariffs on foods and man- 
ufactured goods. With high prosperity, we shall be less greedy for foreign 
outlets to take up excess capacity and we shall be more willing to see our 
exports directed to the world’s essential needs. With high prosperity, 
we shall more easily reduce restrictive practices and discriminatory 
prejudices that spring from fear and result in contempt and hate. 

The first requirements for prosperity are those basic things on which 
all production depends; namely, raw materials, cheap and widely avail- 
able power, a reliable system of transportation, a sound currency, and 
an abundance and variety in human skills—scientific, mechanical, 
artistic, and managerial. The United States is well provided with these 
basic requirements for prosperity. We are not so completely provided 
with these elements that we can isolate ourselves from the rest of the 
world without economic and cultural loss, but we have enough so that 
by trade with others we can have access to what we need and want. 

The second requirement for prosperity is the organization of these 
basic elements into a working pattern of production and distribution. 
Today we see clearly that, even though all else can be organized, it is to 
no avail unless there is a harmonious and acceptable foundation in 
satisfactory labor relations. The conflicts that are now appearing are not 
as simple as they are sometimes described; namely, as a controversy 
between two adversaries, capital and labor. Today there are four parties 
directly at interest in the conflict—owners, managers, labor leaders, and 
workers—with millions of unorganized workers and small businessmen 
on the sidelines but by no means outside the danger zone of minor 
injury or disaster. The basic objective in the field of labor relations is not 
unlike the basic objective in the field of international relations; that is, 
to eliminate the use of force in the settlement of disputes and to establish 
in its place a system of law and justice based on consent. We cannot 
expect to eliminate controversy and disputes, but we can reduce the 
number of them and see to it that settlements are arrived at in terms of 
recognized principles, justly applied and adequately enforced. 

Throughout the present period of tension let us keep.in mind that 
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what we want fundamentally is to eliminate the use of force in the settle- 
ment of disputes between men in all areas, at home and abroad. Ac- 
cordingly, we wish to bring into the area of labor relations, for the settle- 
ment of disputes when they arise, a system of recognized law and im- 
partial justice administered in an atmosphere of consent. Only in this 
way can we attain the high level of productive prosperity under democ- 
cracy which we have set as our goal. 

The third requirement for prosperity is the maintenance of an 
adequate, effective demand for the goods and services which we are able 
to produce. Even though we have all the basic elements for preduction 
and have them organized so that abundant output can be realized, 
nevertheless without an effective demand that will move these products 
into consumption, the channels of distribution will become clogged, the 
means of production will be made idle, mass unemployment will appear, 
and prosperity will fade away. 

Today we are experiencing an unprecedented demand for the products 
of business and agriculture. This demand is the result of many years of 
shortages and of enormous purchasing power in the hands of the people. 
The demand in fact is so great that many restraints are necessary to 
keep it from expressing itself in an inflationary price rise. In a period 
such as the present, when effective demand is so great that arbitrary 
regulations and controls are still needed to prevent inflation, it is easy 
to forget that all through the thirties, and perhaps in the twenties, too, 
effective demand was not sufficient to move the products which business 
and agriculture could produce. Nor have those corrections of past 
policies and practices been made which would give us confidence that 
such periods will not come again. It is for this reason that there is need 
to consider national fiscal policy as a principal means of helping us to 
maintain a condition of high prosperity. 

The importance of national fiscal policy in attaining and maintaining 
high prosperity is so great that there are some who overemphasize what 
fiscal policy can do, and who give the impression that a sound fiscal 
policy by itself would be a panacea for all our economic ills. This, of 
course, is far from the case. Measures of fiscal policy can clear the way 
and can facilitate; they cannot produce goods and services; they cannot 
give employment. They can create a situation in which high employ- 
ment becomes possible as business, labor, and agriculture find the way. 
But all the favorable conditions with respect to basic elements and to 
the organization of men and materials for work will be unavailing ii 
effective demand is insufficient to keep the wheels turning. 

We must recognize that the objective of national fiscal policy is above 
all to maintain a sound currency and efficient financial institutions; but 
consistent with this basic purpose, fiscal policy should and can con- 
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tribute a great deal toward obtaining a high level of productive employ- 
- ment and prosperity. 
‘ If a constructive over-all fiscal policy is to be legislated and administer- 
ed, corrective measures must be adopted by the government in both the 
legislative and executive branches. At this time, even if a fiscal and 
monetary policy to complement and supplement the activities of private 
business were generally agreed upon, there is no possibility under the 
present organization of the federal government of its being made opera- 
tive or effective. 


n Since taxation is one of the most important parts of fiscal policy, let 
1, [us discuss basic policy for federal taxation. 
is oF During the war we have learned many things about taxation in its 
i¢ [relation to fiscal policy. If we look at the financial history of recent years 
r, 4 it is apparent that nations have been able to pay their bills even though 
, their tax revenues fell short of expenses. Those countries whose expenses 
ts — were greater than their receipts from taxes paid their bills by borrowing 
of [ the necessary money. The borrowing of money, therefore, is an alterna- 
e. tive which governments use to supplement the revenues from taxation 
to [in order to obtain the necessary means for the payment of their bills. 
od A government which depends on loans and on the refunding of its 
ry loans to get the money it requires for its operations is necessarily de- 
sy [pendent on the sources from which the money can be obtained. In the 
0, (past, if a government persisted in borrowing heavily to cover its ex- 
Ss — penditures, interest rates would get higher and higher, and greater and 
st — greater inducements would have to be offered by the government to the 
at # lenders. These governments finally found that the only way they could 
ed maintain both their independence and their solvency was to tax heavily 
to — enough to meet a substantial part of their financial needs, and to be 
' prepared—if placed under undue pressure—to tax to meet them all. 
ng & The necessity for a government to tax in order to maintain both its 
iat @ independence and its solvency is true for state and local governments, 
cal J but it is no longer true for a national government. Two changes of the 
of greatest consequence have occurred in the last twenty-five years which 
fay #® have substantially altered the position of the national state with respect 
not # to the financing of its current requirements. The first of these changes is 
oy- the gaining of vast new experience in the management of central banks. 
ay. #% the second change is the elimination, for domestic purposes, of the con- 
| to vertibility of the currency into gold. 
g il ‘inal freedom from the domestic money market exists for every 


national state where there exists an institution which functions in the 
manner of a modern central bank, and whose currency is not convertible 
0 gold or into some other commodity. 
(he United States is a national state which has a central banking 
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system, the Federal Reserve System, and whose currency for domestic 
purposes is not convertible into gold or into any other commodity. It 
follows that our federal government has final freedom from the money 
market in meeting its financial requirements. Accordingly, the social 
and economic consequences of any and all taxes have now become the 
prime consideration in the imposition of taxes. National states no longer 
need taxes to get the wherewithal to meet their expenses. Therefore, 
since all taxes have consequences of a social and economic character, the 
government should look to these consequences in formulating its tax 
policy. All federal taxes must meet the test of public policy and practical 
effect. The public purpose which is served should never be obscured in a 
tax program under the mask of raising revenue. 

Federal taxes can be made to serve four principal purposes of a social 
and economic character. These purposes are: (1) as an instrument of 
fiscal policy to help stabilize the purchasing power of the dollar; (2) to 
express public policy in the distribution of wealth and of income, as in 
the case of the progressive income and estate taxes; (3) to express public 
policy in subsidizing or in penalizing various industries and economic 
groups; and (4) to isolate and assess directly the costs of certain national 
benefits, such as highways and social security. 

In the recent past, we have used our federal tax program consciously 
for each of these purposes. In serving these purposes, the tax program is 
a means to an end. The purposes themselves are matters of basic 
national policy which should be established, in the first instance, in- 
dependently of any national tax program. 

By all odds, the most important single purpose to be served by the 
imposition of federal taxes is the maintenance of a dollar which has 
stable purchasing power over the years. Sometimes this purpose is 
stated as ‘“‘the avoidance of inflation”; and without the use of federal 
taxation all other means of stabilization, such as monetary policy and 
price controls and subsidies, are unavailing. All other means, in any case, 
must be integrated with federal tax policy if we are to have tomorrow a 
dollar which has a value near to what it has today. 

The war has taught the government, and the government has taught 
the people, that federal taxation has much to do with inflation and 
deflation, with the prices which have to be paid for the things that are 
bought and sold. If federal taxes are insufficient or of the wrong kind, 
the purchasing power in the hands of the public is likely to be greater 
than the output of goods and services with which this purchasing de- 
mand can be satisfied. If the demand becomes too great, the result wil 
be a rise in prices, and there will be no proportionate increase in the 
quantity of things for sale. This will mean that the dollar is worth less 
than it was before. That is inflation. On the other hand, if federal taxes 
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are too heavy or are of the wrong kind, effective purchasing power in the 
hands of the public will be insufficient to take from the producers of 
goods and services all the things these producers would like to make. 
This will mean widespread unemployment. 

Briefly the idea behind our tax policy should be this: that our taxes 
should be high enough to protect the stability of our currency, and no 
higher. Putting it another way, our taxes should be as low as they pos- 
sibly can be without putting the value of our money in danger of in- 
flation. The lower our taxes are, the more purchasing power will be left 
at home in the hands of the people—money that can be spent by them 
for the things they want to buy, or that can be saved and invested in 
whatever manner they choose. 

Now it follows from this principle that our tax rates can and should be 
lowered to the point where the federal budget will be balanced at what 
we would consider a satisfactory level of high employment. If we set 
our tax rates any higher than this, we are reducing unnecessarily the 
money that private individuals will have to spend and to invest; and, 
therefore, we make it more difficult for ourselves to get to high employ- 
ment and to stay there. There is wide agreement that a satisfactory high 
level of postwar employment in the United States means a national 
income at present price levels of at least 140 billion dollars, and so we 
should set our tax rates to balance the budget at a national income of 
140 billion, and not at 120 billion or some lesser figure. We do not want 
our tax system to work against us all the way up to high employment. 
In fact, we may never reach high employment if we set our tax rates too 
high. 

Obviously, taxes should be reduced where reduction will do the most 
good in creating consumer demand and in encouraging private invest- 
ment. 

The first. taxes that should be eliminated are taxes on consumption— 
except when these are imposed for regulatory purposes. If it is true that 
our prime objective is to increase the standard of living of the masses of 
the people, what better way can be devised than leaving with the people 
the income which is already in their hands? What method of getting 
purchasing power back to the people is politically as acceptable as 
leaving it with them in the first place? 

Next, and to some this seems a curious conclusion, the corporation 
income tax should be abolished. At the same time, measures must be 
adopted so that the corporate form of doing business will not be used as 
a device to avoid payment of individual income taxes or as a means of 
building up unneeded and unused corporate surpluses, or to secure tax 
advantages over unincorporated businesses. 

As a matter of fact, after sales taxes and excises, the corporation in- 
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come tax weighs most heavily on the standard of living of the people; 
and at the same time it obstructs the flow of savings to investment. 

It is impossible to know exactly who pays how much of the tax on 
corporation profits. The stockholder pays some of it, to the extent that 
the return on his investment is less than it would be if there were no tax. 
But it is equally certain that the stockholder does not pay all of the tax 
on corporate income. Indeed, he may pay very little of it. After a period 
of time, the corporation income tax is figured as one of the costs of 
production and it gets passed on in higher prices charged for the com- 
pany’s goods and services, and in lower wages, including conditions of 
work which are inferior to what they otherwise might be. 

The reasons why the corporation tax is passed on must be clearly 
understood. In the operations of a company, the management of the 
business, directed by the profit motive, keeps its eye on what is left over 
a profit on its invested capital. Since the corporation must pay its 
federal income taxes before there are any net profits, taxes are thought 
of—the same as any other uncontrollable expense—as an outlay to be 
covered by higher prices or lower costs. Since all competition in the same 
line of business is thinking the same way, prices and cost will tend to 
stabilize at a point which will produce a profit, after taxes, sufficient to 
give the industry access to new capital at a reasonable price. When this 
finally happens, as it must if the industry is to hold its own, the federal 
income tax on corporations will have been largely absorbed in higher 
prices and in lower wages. The effect of the corporation income tax is, 
therefore, to raise prices and to lower wages by an undeterminable 
amount. Both tendencies are in the wrong direction and are harmful to 
the public welfare. 

Can the government afford to give up the corporation income tax? 
This really is not the question. The question is this: Is the corporation 
income tax a favorable way of assessing taxes on the people—on the 
consumer, the workers, and investors—who after all are the only real 
taxpayers? It is clear from any point of view that the effects of the 
corporation income tax are bad effects. The public purposes to be served 
by taxation are not thereby well served. The tax is uncertain in its effect 
with respect to the stabilization of the dollar, and it is inequitable as 
part of a progressive levy on individual income. It tends to raise the 
prices of goods and services. It tends to keep wages lower than they 
otherwise might be. It reduces the yield on investment and obstructs 
the flow of savings into business enterprise. The elimination of the 
corporation income tax from the tax system will increase the effective- 
ness of our fiscal and monetary policies and, by broadening markets for 
goods and services, will strengthen business for its task of producing 
goods, providing employment, and giving the people a place where their 
savings can be invested. 
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Once the tax machine is remodeled in the postwar period, every 
eflort should be made to keep the tax system simple and understandable. 
Constant tinkering with the tax structure only serves to produce con- 
fusion, uncertainty, and expensive administration. 

Although we must accept the existence of deficits in times of unem- 
ployment, they will be only in proportion to the emergency. The tax 
policies suggested do not contemplate permanent budget deficits as a 
necessary element in the economy. On the contrary, they allow for the 
possible overexpansion of private business activity which would be 
checked by public debt retirement. These policies do not require, nor do 
they justify, spending for its own sake, nor do they approve wasteful 
expenditure. 

I have stated as basic tax policy the proposition: Reduce taxes to 
balance the budget at high employment at high employment. This simple 
statement requires some clarification if it is to be applied properly in policy 
making. The fact is, and I confess it shamelessly, the term ‘‘budget”’ is 
highly ambiguous; and I would not use it at all if another term, which 
| shall presently define, were popularly understood and generally 
act eptable. 

First of all, we must reconsider what we are to mean by the term 
“budget.” In the interest of clarity, I propose that we confine the term 
“budget” to those financial arrangements that from time to time fall un- 
der the jurisdiction of the Director of the Federal Budget. This concep- 
tion, although clear and precise, limits the significance of the budget 
for fiscal and monetary policy to a subordinate, though important, posi- 
ion. 

It is apparent that the “budget” in this sense has neither economic, 
monetary, nor financial significance except as it is a part of a larger 
whole. Its significance is of an administrative character, and the balanc- 
ing of this budget is nothing but the balancing of accounts which have 
been associated for administrative convenience. There are, therefore, no 
intelligible issues of a financial or economic character associated with 
the budget as here defined. 

It is possible, however, to extend the concept of the budget, that is, 
of financial planning, to include all the financial transactions of the 
federal government. Let us term this comprehensive concept the 
“‘superbudget.”” The superbudget would include not only the budget as 
we have defined it, but also social security and other trust accounts, 
including the current operations of the several federal corporations, such 
as the Export-Import Bank and the Commodity Credit Corporation, 
which are not part of the budget today. The term “superbudget”’ should 
not be taken to imply anything with respect to its absolute magnitude, 
but only to its comprehensiveness. 

The federal government has the power to associate the totality of its 
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financial transactions in a single schema, and accordingly it has the 
ability to judge one item against another item and each item against the 
whole. The federal government may then have a policy with respect to 
the superbudget and this policy, when it exists, may be termed the 
fiscal policy of the federal government. The fiscal policy, since it would 
apply to the superbudget, would thus include, as parts, the budget 
policy, the tax policy, the lending policy at home and abroad, the bor- 
rowing policy, and so forth, and would transcend these particular 
policies in associating them within the superbudget as a whole. 

In order to understand how the superbudget is related to the financial 
and economic activity of the national community, it is necessary to 
make an additional distinction between what may be termed the 
“dollar” and the “income” superbudgets. The dollar superbudget is 
what we see if we look at a piece of paper which has the superbudget 
written on it. It would consist of the items of receipts and disbursements 
together with the dollar amounts associated with each item. This dollar 
superbudget is thus a projection of planned financial transactions and 
as such its significance is primarily financial. 

But in addition to being a projection of financial transactions, below 
the surface the superbudget is also a projection of impacts affecting the 
national income. The character of this projection is not apparent on the 
surface figures of the superbudget, and can be judged only by an esti- 
mate of what lies beneath; that is, by the development of an “income” 
superbudget. The income superbudget, being a projection of intended 
impacts affecting the national income, has a significance which is 
primarily economic. 

The dollar superbudget may be stated precisely; the income super- 
budget can only be approximated within wide margins of error. Yet in 
spite of the approximate character of the income superbudget, fiscal 
policy must take both into account, because they are different in kind 
and cannot be used interchangeably. 

The size of the income effect for any category of receipts or disburse- 
ments will differ from time to time; it may indeed be positive or negative 
with respect to certain financial transactions. Obviously, the selection of 
a particular coefficient for a particular financial transaction at a partic- 
ular time must be based on judgment flowing from examination and 
analysis of such statistical and nonquantitative evidence as may be 
or may become available. 

Skepticism exists in many quarters as to the possibility of income 
superbudget construction on the ground that the income effects are not 
precisely known and can never be known. This skepticism is justified if 
it is intended as a warning against treating the income superbudget with 
the same certainty as the dollar superbudget, or anywhere near it; the 
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skepticism is not warranted if it discourages a study of the logical con- 
sequences of financial decisions made manifest in the dollar superbudget, 
or if it prevents us from drawing broad conclusions as to desirable fiscal 
policy within wide margins of estimate. 

As a final answer to those who object to the use of the income super- 
budget because of its necessarily approximate character, it should be 
pointed out that the income effects of financial transactions exist 
whether they have been estimated or not, and the economic realities 
disclosed by the income superbudget exist, whether it has been set up or 
not. It should also be pointed out that only the income superbudget has 
relevance to over-all economic analyses affecting fiscal policy and 
national income. Accordingly inferences with respect to fiscal policy and 
national income which are drawn from the figures of the dollar super- 
budget are in fact based on a most improbable assumption; namely, that 
the dollar and the income superbudgets are identical and can be used 
interchangeably; or to put it another way, that for all classifications of 
receipts and expenditures the income effects are equal. This, I submit, 
is obviously not true. 

The definitions, distinctions, and inferences we have made so far may 
be summed up as follows: 

1. The term “budget” has been limited to the projected financial 
transactions under the jurisdiction of the Bureau of the Budget, and the 
term ‘“superbudget” has been introduced to refer to the totality of 
financial transactions under the control of the federal government. 

2. Questions of fiscal policy are related, not to the budget, but to the 
superbudget, since here the total financial impact of the federal govern- 
ment on the economy is projected; from this impact economic con- 
sequences may be inferred, and in the power to vary the impact, and the 
economic consequences, national fiscal policy can be expressed. 

3. With respect to the superbudget, we have distinguished between 
the dollar superbudget and the income superbudget. (a) The dollar 
superbudget is a projection of planned financial transactions and as such 
its significance is primarily financial. (b) The income superbudget, 
flowing from the dollar superbudget, is a projection of impacts in their 
eflect on the national income and as such its significance is primarily 
economic. 

+. Because of the varying incomes effects of the several items of the 
superbudget, the dollar and the income superbudgets are not the same 
and cannot be used interchangeably. 

5. Accordingly, questions of fiscal policy must be separately con- 
sidered as they affect the one superbudget or the other. 

Much of the controversy with respect to national fiscal policy arises 
from a failure to distinguish between (a) the dollar and (b) the income 
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superbudgets and to separate the issues that are relevant to the one from 
those that are relevant to the other. 

We can now restate our basic tax policy precisely as follows: Tax 
rates should be set to balance the income superbudget at high employment 
at high employment, 

Let me repeat, our preoccupation with fiscal policy in these remarks 
should not cause us to overrate these problems of policy, important as 
they are. Fiscal and monetary measures are primarily facilitating 
mechanisms that help us to perform or to prevent actions, the merit of 
which should be judged in other terms of reference. Decisions as to the 
sources of federal revenues, the objects of federal expenditures, the 
magnitude of the superbudget itselfi—these involve questions of public 
policy that transcend fiscal policy. But we should be sure—and here 
fiscal policy is important—that defective fiscal policy and practice no 
longer obstruct us in accomplishing the purposes which we, as a nation, 
have set for ourselves. 

It seems to me that great promise for the future may lie in the con- 
sideration of these dollar and income superbudgets, for they provide a 
clue as to how a positive fiscal program can produce desirable economic 
effects within a framework of financial prudence. 

It is clear, for example, that a fiscal program should arise from an 
explicit fiscal policy, the various parts of which are internally consistent. 
It is clear that decisions as to program will have to be based partly on 
fact and partly on judgment. It is clear that the administration of the 
program will require the action of several agencies working together as 
a team. 

Here, at the point of fiscal and monetary policy, where the relations 
between government and business are of the greatest importance for the 
working out of peacetime employment and production problems, busi- 
ness may properly be apprehensive. It may be apprehensive, not that 
the intentions of government will be hostile or even indifferent, but 
that, unless the preparatory organizational work is done now, the 
federal government will be helpless in executing even the most elemen- 
tary collaborative program. 

Business wants a federal fiscal policy that will help it create good 
products, good jobs, and good investments. Business does not expect 2 
national fiscal policy to do the work of business for it. It does ask for co- 
operation in maintaining a flow of purchasing demand that will have 
some general correspondence to what agriculture, labor, and business 
are able to produce and to distribute. 

With such a flow of purchasing demand, we can avoid regimentation, 
maintain a high level of employment, and raise the standard of living 
to new heights for all the people. 
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DISCUSSION 


Roy G. BLAKEY: Perhaps my comments on the papers of Professors 
Groves and Buehler would be more spirited if I had more violent differences 
of opinion. I find myself in substantial agreement with most of their expo- 
sitions and recommendations. Most of the matters on which we disagree 
are not extremely important, or they are so difficult of solution that a judi- 
cially minded person cannot be too dogmatic about them. In my opinion, 
the most important shortcoming of both papers is the wholly inadequate 
discussion of the basic question of the incidence of taxes on business, and 
particularly of taxes on corporations. 

After a few brief comments on other points in the two papers, I will 
devote my very limited time to a few comments on incidence. 

As Professor Groves says, the proper allocation of tax levies upon various 
corporations, partnerships, and sole proprietorships cannot, as a practical 
matter, be entirely justified on the basis of benefit, or on the basis of ability 
to pay, or, for that matter, on the basis of any single criterion. The impor- 
tance of different criteria varies with different taxes and with different 
circumstances. Each pertinent factor should be given due weight in view of 
all other facts in each particular case. This requires much wisdom and the 
ability to adjust all political and other pertinent pressures; hence it is 
obvious why actual tax decisions and actions are seldom perfect. It is thus 
seldom or never possible to achieve complete tax equity, or to be entirely 
fair in determining what rates of taxation shall be levied upon corporations, 
partnerships, and sole proprietorships. This is particularly true in the 
United States in view of conflicting court decisions affecting the taxation of 
corporate income; that is, relative to the corporate entity, on the one hand, 
and relative to looking through veils and forms and considering the real 
essence of things, on the other hand. 

In spite of all of these and other difficulties, however, it is generally agreed 
that each of these three forms of business organization (not to mention 
others) has ‘certain peculiar economic and social advantages which ,vary 
with different conditions and that, by and large, it is unwise to discourage 
the use of the most desirable forms of business organization by punitive 
taxation or even by arbitrary tax requirements. 

With respect to the graduation and increasing of tax rates on business it 
is my opinion that it would be in the public interest to reverse the trends 
of the last dozen years; that is, to lessen the graduations and the other dis- 
criminations against corporations, and to treat those engaged in the three 
leading forms of business organization much more nearly on an equality 
than in the recent past. Ability to pay and benefit received from govern- 
ment services are individual or personal matters and can be reached much 
more accurately and equitably through individual or personal taxation 

n through business taxation of the types we have employed lately. 

This is a renewal of a suggestion I made at the 1927 meeting of the 
American Economic Association in a paper on the “Simplification of the 
Income Tax.” This suggestion has had numerous other advocates during 
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the last two or three years. But we are not entirely ready yet, either politi- 
cally or administratively, for the simplification recommended years ago and 
now again. Meanwhile, we should make the best compromise adjustments 
that are feasible in view of all the pros and cons. 

Professor Buehler’s paper on the ““Taxation of Small Business” is not 
quite so concise and direct as the paper of Professor Groves, though I 
agree with most of its specific recommendations. For example, I think it 
would be well to try the experiment of giving small corporations and their 
stockholders the option to be taxed like partnerships and their partners. 
It seems, however, that there are other and better methods in some cases, 

On general principles, I am strongly opposed to subsidies chiefly because 
they are so commonly and flagrantly abused. There are, however, strong 
arguments for lessening temporarily tax restrictions on promising new 
growth industries, especially in the early stages when development is 
greatly handicapped by the difficulty of securing much needed capital for 
expansion of plant, employment, and production. In my opinion, giving 
new, efficient industries a fair chance to develop is necessary in order to: 
hold monopoly in check; make free competition effective; assure the best 
utilization of human and other resources; give maximum employment at 
highest possible wages; in fact, to prevent the decline and decay of private 
enterprise, and to provide the high standards of living which it makes 
possible. 

The present federal tax laws, and most of the better known postwar tax 
plans have some provisions for assisting small business. This is true of the 
C.E.D. plan, the two National Planning Association proposals, the Twin 
City plan, and particularly the Cornelius Job Credit Tax plan—a relatively 
recent proposal of a young Minneapolis inventor and manufacturer. 

I think the latter proposal has some special merits in that it tends to 
encourage the most efficient new enterprises rather than all small businesses 
regardless of their needs or merits. The inefficient enterprises are not en- 
couraged by this plan and hence such enterprises will not have to be carried 
along indefinitely and thus act as a drag on the economy, as would be the 
case under most postwar tax plans. 

Now, I want to mention a few points relating to the incidence of business 
taxes, particularly about the incidence of taxes on corporations. Although 
both Professors Groves and Buehler mention incidence briefly, instead oi 
evading the subject entirely, as do many who discuss business taxation; 
nevertheless, like too many others, they also shy away from the subject 
quickly after making a few remarks about the difficulty or impossibility 
of saying anything that is certainly true about incidence, except that we 
shall know little that is really important about business taxation until 
somebody makes a more thorough study of incidence. 

Professor Buehler did go so far as to say “the tentative conclusion seems 
warranted that although a part of the tax may ordinarily be shifted, espe- 
cially by the larger corporations, a substantial part of it probably burdens 
the owners of the smaller corporations.” He goes on to add what he terms 
other “notes of confusion” and ends by saying: “I have unduly simplified 
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the incidence problem in this discussion and suggest the need for further 
study. Meanwhile, the tentative conclusions above appear to be warranted 
for the present. ... The recent high tax rates have been a product of war 
financing and it is hoped they may be moderated considerably for the bene- 
fit of the smaller enterprises.” 

It seems to me that what are most needed by the many who are still 
sroping about in the incidence fog are: (1) the knowledge or recognition of 
a few guiding or fundamental principles; and (2) adequate representative 
samples of basic factual data to which to apply the principles or general 
rules. 

Following are some of the important principles or general truths affecting 
the incidence of taxes on business. 

There is what is sometimes called the “principle” or “law” of the tend- 
ency toward the equalization of profits or of net incomes, particularly in 
a static state under conditions of competition. There is the opposing prin- 
ciple or general truth of the tendency of every business and of every indi- 
vidual to take advantage of his or its special opportunities to maximize 
lis or its income through a greater or lesser degree of advantage (or monop- 
oly). With equal ability and equal opportunity on the part of all and with 
their continued maintenance in a static state there would be continued 
equalization of incomes. 

In such a static state, a new universal tax would be equally diffused 
without shifting; the burden of a special tax would be equalized in time, 
depending upon frictions, that is, upon the fixed capital and labor costs, or 
one might say upon the fluidity or viscosity of the cohditioning forces. Or 
one might say, depending upon the short- or long-run character of the 
monopolistic forces introduced by the dynamic changes caused by new 
taxes. Every special advantage or disadvantage introduced by an unequal- 
izing factor creates a degree of monopoly (as opposed to pure competition 
which works for equalization). 

In a dynamic universe we never have a wholly static or purely competitive 
economy, nor in a democratic regime do we ever have a complete, unregu- 

ited monopoly. Even in a so-called ‘‘monopolistic’”’ economy, the monopoly 

is not likely to be complete. The greater the degree of monopoly, especially 
in a system of private enterprise, the less the tendency toward the equaliza- 
tion of profits. The greater the degree of monopoly the greater the power to 
control prices and profits but not necessarily the greater the advantage of 
shifting taxes. 

It may be of interest to consider momentarily a topic much discussed in 
recent months; namely, the shifting of excess profits and corporate income 
taxes, or, to put the question in reverse, to ask who will get the benefit of 
the repeal or reduction of such taxes and in what proportions—the stock- 
holders, the employees, or the consumers of the products? Without going 
into the details of analysis at this point, it is obvious that the answer 
depends in large part upon the measure of monopoly exercised by each of 
the several interests mentioned. The curves of demand and supply of the 
several products will also be of crucial importance. The shifting will depend 
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also upon many other things, such as changing tastes and the height and 
distribution of incomes. There will be space here for mention of only a few 
specific illustrative principles and requirements necessary to determine the 
incidence of profits or commodity taxes. 

As is well known by tax students, under perfect competition the tendency 
is to shift the entire tax levied per unit of commodity produced at constant 
cost; something less than the entire tax upon a commodity produced at 
increasing cost; and something more than the tax upon a commodity pro- 
duced at decreasing cost. In the two latter cases the proportion of the tax 
that will be shifted depends upon the elasticity or the slope of the demand 
curve, though the indefinite extension of decreasing costs leads to monopoly:! 

Though the ability of a concern to raise prices depends upon the complete- 
ness of its monopoly, in numerous cases it does not pay a monopoly to shift 
as large a proportion of a new tax as a competitive business is compelled 
to shift in order to avoid bankruptcy. For example, it does not pay a com- 
plete monopoly with perfect monopoly prices to shift any part of a flat tax 
consisting of so many dollars, regardless of output, or any part of a per- 
centage tax on net profits or net income. It could raise its prices and lessen 
its taxes in case of a percentage tax on profit, but it would lessen its profits 
after taxes by doing so, more than if it absorbed the entire tax. 

Joan Robinson and others have shown that it would pay a perfect 
monopolist to shift half (not more or less) of a commodity unit tax under 
conditions of constant cost and a straight line demand curve, whereas it 
would pay a competitive business to shift the entire tax under such condi- 
tions. In the cases of increasing and decreasing costs, and/or of other than 
straight line demand curves, it would pay perfect monopolists to shift 
proportions of the several taxes different than the proportions in the case 
of competitive businesses. 

By fitting the marginal revenue curve to each set of demand and supply 
curves,” one can show accurately how every such tax will tend to be shifted. 
The time required for such shifting to reach stability, both under competi- 
tion and monopoly, will depend upon various frictions, or liquidities, much 
as the time it takes for molasses to reach a level depends upon its composi- 
tion, the temperature, etc. 

Many of the claims that the incidence of taxes, especially the incidence 
of taxes on business, are uncertain and indeterminable are unreasonable 
claims. Of course, it is true that one can tell little about such incidence if 
he knows nothing of the laws of supply or demand for the products of the 
business in question. But if he can plot accurately the supply and demand 
curves, and if he can fit the marginal revenue curves as mentioned above, 
he can tell the incidence of commodity taxes quite accurately. If he can 
approximate these curves, he can approximate the incidence. But if he has 

' However, decreasing costs never continue forever with unlimited expansion of output. 

* As Joan Robinson shows how to do in her Imperfect Competition. By the way, most of these 
techniques of Robinson, Chamberlin, and other recent writers are developments and applica 


tions of those introduced and indicated many years before by Cournot, Edgeworth, Marshall, 
and others. 
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no basic facts, or inadequate representative facts, he has not the data to 
which to apply the fundamental principles. He would be somewhat in the 
position of a physicist or chemist or astronomer with inadequate and unde- 
nendable data. Even an expert in a so-called “‘exact” science would not be 
expected to make an accurate estimate or forecast if he had inadequate data 
to which he could apply well-established principles. How much less reason- 
ible it is to disclaim against the uncertainty of the incidence of mercurial 
or dynamic human or social pressures. 

lhose of us who want to overcome the uncertainties about incidence in 
the future should increase our knowledge of principles and also of the basic 
but very dynamic facts of supply and demand in specific situations. General 
knowledge of such principles and facts would doubtless improve greatly 
the knowledge of incidence and probably lead to much greater regulation 
f not reduction of monopoly. 


, 
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THE PROBLEM OF “FULL EMPLOYMENT” 
FACTS, ISSUES, AND POLICIES 


By ALBERT G. Hart! 
Commitee for Economic Development 


I. The State of Professional Opinion 


Professional opinions on full employment, while not scattering so 
much as lay opinions, still differ widely. Many of these differences are 
unreasonable; but speaking as a rather active participant in the pro- 
fessional debate, I am inclined to hold that on many of the key issues 
there are two (or more) thoroughly reasonable positions. The first thesis 
of this paper is that this disagreement on key issues is a testimonial to 
the impossibility of eliminating uncertainty, and that the profession has 
an obligation to be more concerned with mapping out the field of un- 
certainty with which policy must reckon than with working out single- 
valued ‘‘best answers.” 

Full employment is best regarded as an aspect of a larger complex 
called ‘general economic stabilization,” involving avoidance of serious 
price-level fluctuations as well as of unemployment. 

Since any pragmatic test of the degree of success of a full-employment 
program is bound to turn upon evidence about unemployment, profes- 
sional definitions (as distinct from propaganda) hinge on absence of 
nonfrictional unemployment; estimates of the amount of unemployment 
and employment involved are essentially illustrative. The best profes- 
sional usage seems to regard employment as “‘full’’ when unemployment 
is “empty’’—except for a minimum reflecting frictions. How much un- 
employment this means (let alone how much employment it means 
can be determined only by experience. It is a reasonable and illuminat- 
ing guess, however, that as of 1950 it means 13 to 3 million unemployed 
and 54 to 57 million civilian employed. 

Measures proposed to support employment are largely of such a char- 
acter as to put upward pressure on price levels. Measures designed to 
thwart an upward drift of prices are likely to be of such a character as 
to increase unemployment. Neither the objective of full employment 
nor the objective of price-level stability, consequently, can be pursued 
with complete single-mindedness. Policy problems are seen in better 
perspective if both objectives are viewed as aspects of general economic 
stabilization. 


1 The author is an economist in the Research Division, Committee for Economic Develop- 
ment. This paper is strictly an expression of the author’s individual views, which do not neces 
sarily coincide with those of the Committee or of other members of the Committee’s staff. The 
author is obliged to several colleagues—in particular M. G. de Chazeau, P. H. Douglas, H. 5. 
Myers, J. H. G. Pierson, S. H. Slichter, and A. R. Sweezy—for criticisms which helped guice 
the revision of this paper; but needless to say, they cannot be held responsible for the outcome 


mat 
and 

6. 
fovi 
tion 
mat 
pres 
Con 
with 


tw 

“I 
ba 

h 

LiU 

Vik 

CCL 
Ho 

ern 
val 

+ + 
tall 
alle 

Fisca 


THE PROBLEM OF “‘FULL EMPLOYMENT” 281 


The dispersion of professional opinion is most easily expressed by a 
list of questions on which disagreement is widespread. The list which 
follows (though not exhaustive, in the nature of the case) is aimed to 
cover the most important areas of disagreement outside the statistical 
fie ld 

1. Incentives and markets. How should emphasis be distributed be- 
tween the degree to which “markets” are adequate and the degree to 
which production and employment are encouraged by “climate” and 
“incentives” (including in the latter both the effects of government 
“interferences” and the general atmosphere of approbation or disappro- 
bation toward business management)? As a branch of this question, 
how far is it reasonable to attribute unemployment to failure of indi- 
viduals, industries, or local communities to make appropriate adjust- 
ments to changing markets? 

2. The snake, the worm, and the bureaucrat. In D. H. Robertson’s ter- 
minology, to what extent does unemployment reflect the “snake” of 
economic fluctuations; to what extent the “worm” of “stagnation’’? 
How far do fluctuations (or stagnation) reflect characteristics of the 
economy itself, and how far outside factors—particularly ill-judged gov- 
ernment policies? 

3. Impersonal versus direct controls. How seriously should we take the 
case for the preferability of impersonal controls {monetary-fiscal, in 
particular) over direct controls involving intervention in individual pri- 
vate transactions? Supposing maximum use of impersonal controls, how 
far does the adequacy of a stabilization program depend on supplemen- 
tation by direct controls? How is the adequacy of such a program 
affected by the scope of the area of direct government operations? 

4. Forecasting. How reliable are the best available techniques for fore- 
casting (a) employment and price-level developments and (b) the effects 
of policy measures upon them? 

5. Automaticity. How near can a well-designed policy come to making 
the economy self-stabilizing within a reasonable range via such “‘auto- 
matic stabilizers” as unemployment compensation, pay-as-you-go taxes, 
and monetary reserve schemes? 

6. Capacity of government to take stabilizing action. How rapidly is 
government stabilization policy likely to be called upon to shift direc- 
tion, to cope either with fluctuations beyond the capacity of the ‘‘auto- 
matic stabilizers” or with apparent stagnation or persistent inflationary 
pressure? How far should the economist take for granted the ability of 
Congress to take appropriate measures with appropriate timing (and 
with appropriate provisions for flexibility through later amendments or 
‘ I do not feel justified in taking space here to discuss the more strictly quantitative disagree- 


tents, having had an opportunity to analyze them in the article on “Model-Building and 
Fiscal Policy,” American Economic Review, Sept., 1945, pp. 531-558. 
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through administrative discretion)? How far is he bound to include in- 
flexibility of government policy among his data? 

Disagreements on these questions are interwoven with quantitative 
disagreements about the magnitudes of the economic forces policy wil] 
have to deal with. Both sets of disagreements can be calibrated roughly 
on a political scale (defined, say, by the C.I.O. position at the “left” 
and the N.A.M. position at the “‘right”). But the differences cannot 
be explained away by attributing political motives to the economists 
involved. Differences in the average degrees of “leftness’”’ one would 
assign to economists by scoring their attitudes on such a list of questions 
would probably prove smaller than the dispersion existing within the 
individual sets of responses from individual economists. Almost all econ- 
omists would doubtless be found much further “left” on some questions 
than on others; many economists would insist on qualifying their re- 
sponses in such a way that the range of answers they thought reason- 
ably likely to be correct would cover a good part of the political scale. 

Examination shows that both the questions listed above and the 
quantitative questions with which they are interwoven are of a sort 
which do not yield simple and single-valued “correct answers.” They 
cannot be answered except in terms of facts—drawn from the record 
and applied to the future. But the record is fragmentary; and if we 
knew how to answer these questions for past periods we should still be in 
doubt how far the same answers would hold for the future. Normal 
doubts on the relevance of past experience are intensified by the radical 
break of continuity imposed by the war. 

The presumption that there is a “correct answer” to an economic 
problem which should be obtained by any soundly organized inquiry is 
a useful fiction in economics. It provides incentives to check individual 
investigations for internal errors, and to look for confirmation or contra- 
diction in the results of individual investigators. But when one considers 
the degree to which what we calmly call “economic facts” are actually 
heroic simplifications of our observations,* we must expect to find that 
investigators working from the same observations will put ‘‘facts”’ into 
their logical machines which have substantially divergent logical con- 
tent; and unless they commit logical blunders, their findings as to the 
“correct answer’ must diverge. 

Of course every question involving uncertainty has in principle an 
answer which is “best’’ in the sense of being more likely to be true than 
any alternative answer. But the probability that this best answer will 

? The fact that individual J made and received certain payments in the year 1939 is too 
small a fragment of evidence for the analytical machine to get its teeth into. But if we proceed 
to the “fact”? that all consumers in 1939 had a disposable income of $67.7 billion and spent 


$61.7 billion, we are dealing with a construction, which can really fill the logical place we assign 
to it in our reasoning only if we accept a number of assumptions incapable of verification. 
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closely approximate the truth may be very low indeed. It is much less 
important to know the precise location of the ‘‘best” answer than to 
know how wide is the range of reasonably likely answers. 

Disagreements of competent investigators about best answers to key 
questions are common. In terms of the profession’s public relations, this 
may be a misfortune; but it would be a worse misfortune to have unani- 
mous agreement on an answer whose falsity would soon be demonstrated 
by experience! It is worth some effort to avoid putting data before the 
public in forms which exaggerate the disagreement—for example, esti- 
mates of full-employment and national product based on radically dif- 
ferent price levels and not brought into relation with comparable 
estimates by appropriate deflation. But the sense that real disagree- 
ments as well should be hurried out of sight can do a good deal of dam- 
age. The attempt to base all government policy pronouncements in 
later 1945 on an assumption that income payments in 1946 would ap- 
proximate 130 billion dollars, for example, obscured real differences of 
estimation which in themselves contained useful guides to policy. 

In view of the complexity of economic problems, the best way to 
map out a field of uncertainties is commonly to set up a battery of 
alternative sets of assumptions (each treated hypothetically as certain) 
and see how wide the range of consequences is from the reasonably 
plausible sets of assumptions. One way to do this is to set out cold- 
bloodedly to design such an assumption-battery; the other is to con- 
front the results of independent investigations. Commonly it takes a 
mixture of these procedures to give reasonable security against bias. 
But the undue value placed upon single-valued results tends to dis- 
courage both. Particularly where different investigators are in touch 
with each other, they are subjected to a temptation to forecast each 
other’s forecasts rather than the magnitude they are supposed to be 
estimating.* 

The fact of uncertainty is one of the key data for planning, public or 
private. The fact of disagreement among results obtained by adopting 
different sets of plausible assumptions is the main piece of evidence 
available on the character and degree of uncertainty. This evidence 
should be valued and used, not discarded or suppressed. 


II. Adaptability of Policy to Face Uncertainty 


The common-sense response to uncertainty is to design a policy which 
is adaptable over the range of reasonably likely conditions, and to watch 
vigilantly for evidence to guide adaptations. To concentrate all atten- 
tion on the most likely conditions and a policy which will fit those con- 
‘ \n anonymous observer of government affairs said to me once, in an ill-tempered moment, 


at to get two genuinely independent estimates of any magnitude in Washington you had to 
sure they were both from the same office! 
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ditions, without providing adaptability, is very risky. To give one rele- 
vant example, tax cuts which involved drastic reduction of the number 
of taxpayers on the rolls and dismantling of tax machinery might prove 
disastrously inappropriate if inflation took hold. In general, the charac- 
teristics which give a plan of action adaptability to unexpected circum- 
stances are often characteristics which would not enter any plan laid 
out to meet definitely forecast developments.® Consequently we must 
not expect to arrive at sound policy by splitting the difference among 
policy proposals designed to meet contingencies the authors of the pro- 
posals have treated as certain. 

Flexibility to permit needed adaptations may to some extent be 
built into the structure of government operations. But conscious adap- 
tation from time to time is also needed. The design of monetary-fisca] 
policy must take both types of adaptability into account. 

On the side of built-in flexibility, possibilities are substantial, but not 
sufficient for economic stabilization. Providing built-in flexibility means 
setting up arrangements such that events outside the control of policy 
which tend to weaken market demand for goods and services will them- 
selves bring about events in the field of policy (such as reduction of 
government revenue or increase of government expenditure) tending to 
strengthen demand, while events outside the field of policy tending to 
strengthen demand will have inverse effects. The promising fields for 
such arrangements are unemployment compensation, pay-as-you-go 
taxes (and tax refunds), government expenditures in response to claims 
which will be increased by depression (of which there are examples in 
programs for veterans and for farmers), and various proposed automatic 
currency devices. Generally speaking such devices tend to exert pressure 
in the desired direction only when the economy is fairly far out of 
balance; thus they tend to mitigate the effects of disturbances, rather 
than to forestall them or roll them back. The probability is that postwar 
economic disturbances will be powerful enough to generate substantial 
unemployment and perhaps substantial price-level increases, despite all 
such devices that can be installed. 

Built-in flexibility simplifies the problem of locating responsibility for 
operating policy. On the whole, the operating decisions called for are 
more like those made by a bank teller in deciding whether to honor a 
check than like those made by a bank board of directors in deciding 
whether to seek to make a larger volume of loans. Built-in flexibility 
thus reduces the burden on central authorities, giving decentralization 
both of fact-finding and of operating decisions. Unfortunately, the im- 
possibility of devising a built-in flexibility system adequate to control 

* Exception: The flexibility called for to deal with rapid changes definitely forecast would 


have much in common with that called for to meet unexpected changes. But policy proposals 
based on single-valued forecasts rarely provide more than rudimentary flexibility. 
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likely fluctuations makes it impossible to carry this decentralization to 
the point of obviating policy decisions at the center in administering a 
stabilization policy; and this creates problems of discretionary power. 

It does not follow, however, that whatever cannot be taken care of 
automatically through built-in flexibility must be handled by executive 
discretion. Four degrees of discretionary power may be recognized. At 
the minimum, officials at the administrative center may be called upon 
to follow mandatory rules embodied in a formula (such as the variation 
of social security contributions according to the level of unemployment 
proposed for Britain in the White Paper on Employment Policy®). At 
the next degree, Congress may legislate from time to time within a 
framework announced in advance in a general policy declaration (as it 
appropriates for the reserve of the Old Age fund). At the next degree, 
Congress may act ad hoc. At the extreme of discretionary authority, 
administrative officials may act as they see fit within broad instructions 
(as is normal in the fields of public debt management, credit and labor 
policy, and to a less degree in public works). 

In designing flexible policies, it is essential to keep flexibility itself 
from creating economic instability via uncertainty. Some uncertainty 
about policy is inevitable if policy is flexible; this may be reduced to 
secondary proportions, however, by maximizing the area of announced 
rules of policy. The existence of a flexible policy, furthermore, reduces 
uncertainties about market development. Fortunately the areas where 
certainty about policy is of key importance for business decisions (such 
as rates of business taxes) do not overlap much with those in which 
flexibility promises to be useful; the chief area of conflict is “heavy” 
public works. 

Both stabilization machinery and operating policy need to be designed 
with an eye to uncertainty and consequent needs for flexibility. Maxi- 
mizing build-in flexibility and preparing for adaptation of policy call for 
very different policy machinery than would be needed if certainty of 
the future made them unnecessary. Provision for changing direction 
calls for formalization of machinery to keep track of current events and 
translate them into evidence on the need either of a change in direction 
or of an overhauling of machinery. This implies standards which are 
specific enough so that surprises (agreeable as well as disagreeable) will 
be recognized when they happen. In operating policy, caution is called 
for in taking steps which may prove to be irreversible. Differences of 
degree in the range of contingencies viewed as reasonably likely, and in 
the rapidity with which squalls are thought likely to come up, become 
differences of kind when translated into needs for machinery. 

In the face of real uncertainties, it would be irresponsible to interpret 


*Cmd. 6527, May, 1944. 
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the full employment problem in terms which imply that it becomes 
foolproof if some one contingency is provided against—whether that 
contingency is presented as chronic stagnation or as the danger that 
there will come to be more than vestigial traces of economic planning in 
the government. This brand of definiteness, in the event, would prove to 
enhance uncertainty by forcing government and business into a series 
of improvisations to meet contingencies not contemplated in advance. 


III. Launching versus Continuing Economic Stabilization 


In economic stabilization the first years will be the hardest, and the 
problem should be thought of in terms of launching stabilization in the 
face of unsettled economic conditions and public skepticism rather than 
in terms of running it after it is well established. Arguments which as. 
sume (as does much of the discussion centering around the Beveridge 
Report) that the problem of stabilization is one of running an economy 
which has a tradition of successful high-level operation can become 
relevant only after several years of favorable experience. On the other 
hand, discussions of transition from war to peace, insofar as they are 
concrete enough to offer much guidance for policy, run such a short 
distance into the future that transition policy can scarcely be expected 
to peel off more than the first layer of the problems of establishing eco- 
nomic stabilization. 

The real problem of economic stabilization is one of “first catch your 
hare,” and falls between the transition problems as generally conceived 
and the long-period problems as conceived by Beveridge. Policy must 
be prepared to cope with upsetting reverberations from past fluctuations 
—particularly from the war. While they are being worked off, backlogs 
of demand are likely to exert a good deal of inflationary pressure, which 
may end fairly suddenly. The age distributions of houses, automobiles, 
and clothing (and one should add, of marriages) will show marked ab- 
normal bulges for some time—indicating not merely slackening of de- 
mand after backlogs are worked off, but also some rather sudden ex- 
pansions of demand later.’ Experience is likely to produce large and 
rather sudden changes in the demand for cash balances and in private 
estimates of investment opportunity. 

How to forecast under postwar conditions—in particular how to 
estimate the effect of policy measures—must be learned by a feeling-out 
process. We may expect the problem to change as the public’s experience 
with individual policy measures, and with the stabilization program in 
general, alters its reactions. 

Policy must be adequate to operate not only without complete public 

” Illustration: If the stock of automobiles reaches a “normal”’ level—relative to postwar in- 


come levels—in 1948, maintaining that level plus a trend factor is likely to call for more pro- 
duction in 1952-54 than in 1949-50. 
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confidence but in the face of definite skepticism. Until confidence is 
established, by experience, in the stability of prices, business volume, 
and labor relations, the key sector of inventories will be “jumpy.” Large 
segments of public opinion (including a large share of the opinion which 
sways private investment) believe general recessions of activity to be 
inevitable, and will be ready to run for cover in case of a stock-market 
decline, an uncongenial political turn, or a temporary setback tracing 
to inventories or to a policy error. Foreign confidence in the stability 

f the United States is very weak. While there is a good deal of un- 
reasoning confidence in the stability of retail prices, this may be broken 
down if substantial inflation is allowed during the transition. In general, 
public opinion can be converted from a destabilizing into a stabilizing 
iactor only by initial successes of stabilization (or by a run of good luck). 

All these difficulties may be considerably enhanced by a false start 
on economic stabilization. There seems to be serious danger of an at- 
tempt to get through the transition period without a stabilization policy, 
which makes serious fluctuations likely. In the process of agitating for a 
stabilization program, the natural political tendency is for its sponsors 
to claim too much for a relatively painless sort of program, whose ade- 
quacy to cope with reasonably probable contingencies cannot be guaran- 
teed—as witness the widespread tendency to claim too much for public 
works. Serious fluctuations in employment and prices (particularly if 
the public has just been promised immunity from them) will accentuate 
and prolong the problems of launching stabilization. 

Even a minimum stabilization program is apt to make rather stiff 
requirements upon the political process, particularly during the period 
of launching. Most of the measures involved run counter to some impor- 
tant group interest (or at least to habits of thought built up around 
group interests). Undoubtedly this fact will delay acceptance of many 
key measures. In consequence we must expect to see a stabilization pro- 
gram operating in the critical early years with an incomplete set of 
tools, and in many fields with second-choice measures as tools—com- 
pounding the economic difficulties. 

Quite possibly an adequate degree of policy co-ordination will prove 
to require considerable changes in the traditional separation of powers 
among the branches of the federal government. Given a strong enough 
will to carry out a stabilization program, the existing structure of 
government could serve. But the splintering of responsibility and public 
attention this structure involves, and the temptations for politicians 
ind interest groups to enhance the splintering, would seriously handicap 
the continuance of stabilization operations. 


IV. Instrumentalities and Operating Standards 
The problem of general economic stabilization for the United States 
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(subsuming the problem of full employment) strikes me as one of well- 


timed monetary-fiscal policy plus in case of need some combination of 


policies designed to obviate a conflict of price and employment ob- 
jectives. 

Some sort of long-run policy is called for to carry on the function 
fulfilled by wartime price control of modifying inflationary tendencies 
implicit in established price-making processes. Otherwise a monetary- 
fiscal policy committed to strengthening market demand whenever un- 
employment becomes serious will be in danger of generating inflation: 
whereas a monetary-fiscal policy committed to anti-inflationary action 
whenever prices rise appreciably will be in danger of generating un- 
employment. 

The dilemma® hinges chiefly on the danger of inflation with driving 
power from the cost side. Under existing and widely accepted practices, 
unions are likely to drive up wages whenever employment is reasonably 
good; Congress is likely to drive up farm prices whenever wages and 
industrial prices rise; and business is likely to maintain its markups 
when wages and farm prices rise. These practices, developed in good part 
as responses to depression, have never been tested at their present pitch 
of intensity in a prosperous economy without wartime controls. 

Unemployment is a poor remedy for the inflationary tendencies likely 
to result. Unemployment of 12 million would doubtless stop them in 
their tracks; but the difference between unemployment of 2 and of 6 
million (let alone a difference between, say, 2 and 23 million) might well 
prove imperceptible. On the other hand, with such practices inflation 
may prove a poor remedy for unemployment. Inflation always indicates 
some leakage of the forces working to raise employment; and if the pace 
of inflation is fast enough to attract general attention these leakages can 
well become institutionalized (via farm parity adjustments, sliding- 
scale wage settlements, corrections to cost accounting, etc.). Economists 
who put faith in rising prices to solve the dilemma seem to rest their 
hopes on keeping inflation unnoticed—which means either having very 
little of it, or else deceiving organized labor, farm groups, etc., as to 
what is happening. 

A different form of the dilemma could be created by setting up unat- 
tainable employment standards (to give extreme examples, attainment 
of civilian employment of 65 million or reduction of unemployment 
below } million), short of which monetary-fiscal policy is committed to 
strengthen markets regardless of price consequences. Against this type 

® The dilemma was summed up in verse as follows, at a small meeting on transition policy, 


by Kenneth Boulding: “Divergent policies we seek 


For markets strong and markets weak— 
Hoping we can avoid this crisis: 
Too weak for jobs, too strong for prices!’’ 
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of inflation (whose driving power would be from the demand side), ac- 
ceptance of moderate unemployment is a protection. 

Anything that can be done to make the pricing process function as 
competitive pricing is supposed to will help forestall the dilemma. Fail- 
ing adequate measures along these lines, monetary-fiscal stabilization 
programs involve an inflation risk; but we cannot afford to defer mone- 
tary-fiscal action till this problem is solved. 

The gong and the whistle. For the present, as I see it, monetary-fiscal 
policy should proceed on the plan of taking action to strengthen aggre- 
cate demand whenever the expansion of unemployment beyond a stated 
moderate figure sets off a gong, and taking action to contract demand 
whenever the rapidity of rise of some price index (in excess of a stated 
moderate rate of rise) blows a whistle. The dilemma arises if the whistle 
sounds while the gong is ringing, which is plainly possible. In this case 
a policy so designed will face an emergency. 

There are several reasons to hope, however, that both signals will not 
be heard at once and such an emergency will not occur. During the 
early part of the transition, when the dilemma might well be at its most 
acute, continued price control can limit inflation and absolve monetary- 
fiscal policy of part of its responsibility for price developments (the 
whistle can be temporarily disconnected). After price control ends, the 
procedures by which the cost-spiral functions may prove to work slowly 
enough so that strong markets will generate only a very gradual price 
rise. Even a brief experience with adequate markets may relax barriers 
to higher productivity and make desired increases in wages, farm prices, 
etc., more nearly compatible with price-level stability. 

The “economic disarmament agreement” it would take to get less 
inflationary pricing processes would have a better chance of acceptance 
if negotiations need not be opened until after experience had demon- 
strated both that adequacy of markets could be maintained and that 
the benefits of adequate markets were being frittered away by existing 
pricing processes. It would be comforting, however, to be sure that as 
economists we had a good practical counsel in reserve for handling the 
dilemma. We may hope for some of this sort of comfort from Professor 
Slichter’s paper. 

The transition: monetary-fiscal policy cum price control. In the transi- 
tion period (which I see as a rather complex hedging operation), mone- 
tary-fiscal policy calls for reinforcement from price control. Against 
the danger of bogging down short of full employment, the chief safe- 
guard is to make sure that demand for goods and services exceeds sup- 
ply until full employment is approximately reached. The inflationary 
pressure from the winding up of the government’s war expenditures 
and from private backlogs of demand and high liquidity is likely to 
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bring the desired excess of demand; if not, monetary-fiscal policy should 
stand ready to reinforce demand. 

There is a separate problem of stimulating supply—which may prove 
to have either inflationary or counter-inflationary effects, though the 
latter are more likely insofar as expansion of supply is achieved through 
increasing output per man-hour worked and thus making wage increases 
less inflationary. 

Against the danger of inflation (intensified by the forced-draft policy 
suggested above), price control is the natural safeguard for the first 
part of the transition. But since general price control cannot (and in the 
view probably of most economists should not) be permanent, monetary- 
fiscal policy must be ready to take over the responsibility of inflation 
control by, say, early 1947. Against the danger of deflation after full 
employment is reached our main reliances are forestalling collapse by 
inflation control on the upswing and such measures as tax cuts, expanded 
public works, and appropriate steps in the fields of money and public 
debt management once a downswing starts. Such steps need to be 
planned soon but held in suspense. 

Launching stabilization: after the transition. In the period of launching 
stabilization, beyond the immediate transition period, monetary-fiscal 
policy will also have heavy responsibilities, and without the backing of 
war-type price control. As indicated above, there will be rapid shifts in 
the direction and intensity of ‘‘spontaneous” economic forces. 

It is very probable that the liquidity of the public’s postwar position 
will prove our number-one economic problem; if so, the difficulty will 
lie precisely in the field where most can be hoped for from monetary- 
fiscal policy. Clearly the avoidance of major blunders in monetary policy 
(such as continuance of the present total lack of means for arresting 
the creation of credit by banks) is of the first importance; I urge also 
that the positive possibilities of monetary policy should not be sold 
short. 

In case the gong and the whistle sound simultaneously, we shall 
have to face the problem of designing some restraint on private pricing 
practices which is adequate, permanently workable, and reconcilable 
with basic freedom of the market—a hard set of specifications to fill. 

In studying possible instruments of policy, as in forecasting possible 
future developments, our object should not be to arrive at a single 
valued answer, but to make sure that major possibilities have not been 
overlooked. A minimum rather than a maximum of economic contro! 
should presumably be our objective; but the minimum in the monetary- 
fiscal field with which we could be confident of economic stabilization 
probably lies so far beyond the degree of control for which machinery 
is now in sight that we cannot afford to overlook any promising possibil- 
ity. 
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FISCAL AND MONETARY POLICY 


By ALAN R. SWEEZY 
Williams College 


I. Objective of Fiscal and Monetary Policy 


fiscal and monetary policy cannot be divorced from the basic eco- 
nomic conditions of the period under consideration. To assume that it 
can be is the mistake of the budget balancers. Balancing the budget 
makes sense when there is danger that aggregate demand will exceed 
avgregate supply, but only then. Throughout most of the nineteenth 
century private spending was adequate to provide a market for a 
reasonably high level of output and much of the time even to exert a 
mildly inflationary pressure. Government deficits would have increased 
demand still further without significantly adding to supply and would 
thus have served no useful purpose. 

Nineteenth century social and political attitudes being what they 
were, the objective of fiscal policy was not only a balanced budget but 
also a budget balanced on the lowest possible level. For the welfare of 
the community as a whole the level was undoubtedly too low. But even 
though somewhat larger expenditures would have been desirable, a 
balanced budget would still have been, generally speaking, a sensible 
objective. 

The same applies to monetary policy. There are no universally valid 
criteria. In the nineteenth century conditions were such as to call for a 
cautious policy. Private investment was highly responsive to changes in 
interest rates and in periods of prosperity might easily have become 
excessive had rates been held at low levels. 

The danger is that criteria appropriate to one set of conditions will 
be blindly carried over into another period in which conditions have 
radically changed. In the thirties balancing the budget was still accepted 
by the great majority of the public, Congress, and the Administration 
as a self-evident goal of fiscal policy, even though the conditions which 
make balancing the budget advisable had entirely disappeared. Simi- 
larly, we hear it said on every side today that “we can and must balance 
the budget” as soon as normal peacetime conditions have been restored. 
There is rarely any attempt to say why. A balanced budget has come 
to be regarded as an end in itself. We have perhaps made more progress 
with respect to monetary policy. But even here there is still a tendency 
to characterize the easy money policy of the thirties as “artificial,” 
implying that some other policy would have been more “natural” 
and thus to be preferred. Actually there is no such thing as a®natural 
or correct monetary policy independent of the conditions of the time. 
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With the relatively low investment demand of the thirties anything 
but an easy monetary policy would have been not only artificial bu; 
suicidal. 

Before we can hope to formulate an intelligent fiscal and monetary 
policy for the future we must thus inquire as to what kind of an eco. 
nomic world we are likely to be living in. 

The immediate future will be dominated by the process of transition 
from war to peace. This process will be characterized by (1) heavy re. 
stocking and reconversion demand on the part of both consumers and 
business—a demand which derives a considerable measure of inde. 
pendence from the large accumulation of liquid assets during the war. 
(2) a continued large volume of government spending for war-relate( 
purposes; (3) initial supply difficulties in war-affected industries, par- 
ticularly construction, followed by an at first gradual and then ip. 
creasingly rapid rise in output.! 

As Dr. Hart has pointed out, the transition period is likely t 
contain the threat of both inflation and deflation. In construction, dur. 
able consumer goods, and other lines where there are obstacles to rapid 
expansion of output, demand is likely to exceed supply, with conse- 
quent upward pressure on prices. On the other hand, we must be pre- 
pared for the possibility that over-all demand will not be sufficient to 
sustain output in industries where supply can readily be expanded 
Thus we may be fighting on two fronts and, unless we are careful it 
mapping our strategy of defense, find ourselves exposed to annihilation 
from the one while we are rushing out to meet an attack from the 
other. 

Neither monetary nor fiscal policy is adapted to meet the threat of in- 
flation in a mixed situation of this kind. Both are general, nondiscrimi- 
nating instruments—under other conditions and for other purposes thi 
is precisely their virtue. An attempt to use either (or both) to curb in- 
flationary tendencies in, say, construction would merely cause a shrink- 
age in over-all dmand without doing anything to increase the supply 
construction materials or labor. They are a little better suited to hal 
a general deflationary tendency but even here must be used with dis 
crimination and care. The launching of a large-scale public works pro 
gram within the next few months, for instance, would do more ham 
than good. It would compete with industrial and residential construc 
tion for scarce materials, labor, and organization and would thus it: 
tensify rather than alleviate the difficulties in this key sector. This does 
not mean, of course, that there should be no expansion of public works 
activity in the near future. Many pressing jobs have been postponel 
during the war and should be taken up as soon as possible. But the 


1S. M. Livingston, Survey of Current Business, Nov., 1945. 
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coverning factors should be the immediate need and the availability of ~ 
labor and materials rather than the stimulation of demand and employ- 
ment in general. 

In contrast to fiscal and monetary policy, price control and priorities 
have the virtue of being selective. They can be used to curb inflationary 
tendencies where needed without unfavorable repercussions elsewhere. 

I quite agree with Dr. Hart that they should be our main reliance in 


Yt BS dealing with the threat of inflation until supply can catch up with de- 
and F} mand in the reconversion sectors of the economy. 
nde- The prospect seems to be at least reasonably good that over-all de- 
war; mand will be adequate for the next year or two without any special 
late F} contribution—i.e., more than is implicit in present policies—from the 
Pat: FS covernment. If it is not, tax reduction is probably the best method of 
1 lB % increasing demand without aggravating difficulties of supply. The re- 
duction should be accomplished chiefly through increase in personal 

'Y t0 B® income tax exemptions and reduction of the “basic’? rate and also of 
: dur. excise taxes. This would increase disposable income in the hands of those 
rapid F% who are most likely to spend it on goods and services. Increase in social 
onst- F§ security benefits would also increase consumer spending without im- 
Pr: F} neding the expansion of supply in construction and other problem areas. 
nt to Both tax reduction and increase of social security benefits are, moreover, 
nded. essential parts of a long-run program for insuring reasonably full em- 
“  F¥ ployment. The chief problem for the transition is the timing. 
ation 
n the II. The Long-run Problem 

. While difficulties of supply loom large at the present moment, our 
of in long-run problem is almost certain to be one of demand rather than 
“Tim FS supply. Once the process of reconversion and readjustment is finished, 
s ths FP the country’s tremendous productive capacity will again make itself 
rb is fy iclt. The statistical experts estimate that with reasonably full employ- 
Irink ment we will produce a volume of goods and services by the end of this 
ply * F decade at least 50 per cent greater than was actually produced in 1940. 
> halt The increase is accounted for by the (1) assumed elimination of ab- 
h dis Si normal unemployment, (2) growth of the labor force, and (3) increase 
5 pt Fin man-hour productivity. There are, of course, minor differences of 
hat™ P@opinion: about the amount of unemployment that should be considered 
struc Benormal, the number of abnormal war entries who will withdraw from 
us lB Sthe labor market, and the probable rate of increase in man-hour pro- 
s doe B@ductivity. But the differences are relatively unimportant. The broad 
works conclusion which emerges is remarkably clear. It is strongly reinforced, 
pont? BSmoreover, by the actual record of production in the war. 
it the If people invariably spent all the income they received, either on 


* Normal plus first bracket surtax. 
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consumption goods or on new capital goods, supply would create its 
own demand and the only problem would be to get production going at 
a high enough rate to provide full employment. We know only too 
well, however, that the problem is not so simple. With our deeply in- 
grained spending and saving habits, a high level of output actually 
creates difficulties for itself by encouraging a large volume of saving. 
This in turn necessitates a high rate of new capital formation, which 
may not be forthcoming except under especially favorable conditions, 

Merely because conditions were favorable to a high rate of invest- 
ment, relative to saving, for a hundred years or more up to the first 
World War many people assume that this is the “natural” state of af- 
fairs and may be expected to continue indefinitely into the future. 
Actually, the high rate of investment was in large part a result of the 
extraordinarily rapid expansion of the Western economy in both ter- 
ritory and population.* This expansion, needless to say, has already 
slowed down to a significant extent. 

On the other hand, there is as yet no sign—at least in this country— 
of a corresponding reduction in the community’s disposition to save. 
(Its ability to save continues to increase, of course, with the rise in real 
income.) As far as we can judge on the basis of income and consumption 
statistics, the propensity to save was fully as high in the thirties as it 
had been before. This is particularly impressive in view of the presence 
of certain factors in the thirties which might be expected to reduce the 
propensity to save: higher income and inheritance taxes, low interest 
rates, higher wage rates, and a larger proportion of old people in the 
population.* 

Current estimates of the future volume of saving are based either on 
a projection of the prewar regression line to the higher levels of income 
that would exist with full employment, or on the use of the ratio of say- 
ing to income which prevailed in past periods of prosperity. The first 
method gives a figure which is probably too high, since it assumes that 
the increase in saving accompanying recovery from depression will con- 

* Although many writers prefer to ignore the importance of population and territorial 
growth for investment, few attempt openly to deny it. Even Dr. George Terborgh who has 
devoted a whole book to the Bogey of Economic Maturity, admits that “an economy with a 
rapid expanding population should have, other things equal, a higher rate of capital formation.” 
(P. 46.) Regarding territorial expansion he says: “Paradoxical as it may seem, capita! forma- 
tion per thousand settlers in the frontier zone could have been throughout the entire progress 
of western settlement less than capital formation per thousand of increment in the population 
of older areas during the same period, and not withstanding this the western movement coul 
have increased capital formation for the country as a whole. This is because the overflow of 
population into the frontier prevented the crowding of natural resources in the older regions 
and thus permitted a more rapid advance in per capita production and capital formation !0 
those oo would have occurred had all the increase in population piled up within their 
a Tushorgh relies heavily on the dissaving of the increasingly large proportion of old peop! 


in the population to offset the unfavorable effect of demographic maturity on investmen! 
He gives no indication, however, of the quantitative importance of this factor. 
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tinue into a period of stable prosperity. As several writers have pointed 
out there is some reason to think—on the basis of rather sketchy his- 
torical data—that consumption tends to grow up to the increase in real 
income, at least, to the extent of restoring its past ratio to income.® Use 
i this method probably yields a conservative estimate of the amount of 
saving we will have to deal with over the next decade or so in view of the 
rge amount of “growing up” consumption will have to do and the ap- 
parently slow operation of forces tending to raise the propensity to con- 
ne. The range in the estimates of saving yielded by these two methods 
roughly from 11 per cent to 15 per cent of national income; or, in abso- 
lute amounts, from 19 to 27 billion dollars,® with a full employment 
eross national product of 200 billions and moderate tax rates. 

While the historical evidence points to a high degree of stability in the 
relation of consumption to income,’ we clearly need to know much more 
than we do about the possible effect of such factors as changes in the 
relation of wages to profits, changes in the structure and level of taxes, 
‘ow interest rates, and trends in dissaving. 

(he question of wages and profits is particularly important. There is a 
tendency at the present time to treat changes in wage rates as equiva- 
lent to changes in purchasing power. If wage rates are increased 20 per 
cent, pay rolls go up 20 per cent, it is argued, and then there is that much 

re purchasing power. This is clearly too simple: wages are costs as well 
as income. An increase means either higher prices or smaller profits or 
the more rapid introduction of laborsaving techniques. If prices go up 
or workers are displaced, the effect of the higher wages on purchasing 
wer is nullified. It is only if the wage increase comes out of profits that 
there is a real increase in workers’ incomes and an expanded market for 
the things they buy. But this raises further questions: How far can 
profits be reduced without unfavorable effects on production, either 
directly, or indirectly through the discouragement of investment? Can 
collective bargaining be relied on to reduce profits to the extent that is 
lesirable, i.e., compatible, with high level production, or is some sort of 
public control necessary? 

\t a high volume of output business can afford to operate on a smaller 
margin of profit than at a low or fluctuating volume. Thus the degree 
of success we have in stabilizing activity on a high level will itself be a 
factor influencing the relation of wages to profits and hence the pro- 
pensity to consume. 

in what follows I assume, for want of anything better, that there will 


\. G. Hart, “ ‘Model-Building’ and Fiscal Policy,’’ American Economic Review, 
sept., 1945, pp. 535-536. 
* Ct. Jacob Mosak’s paper, “Forecasting Postwar Demands,”’ Econometrica, Jan., 1945. 
\t least for this country. In the case of England there seems to have been a marked change 
the first World War. 
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be no revolutionary changes in the wage-profit relation and that the 
effect of such changes as do occur will fall within the limits already 
suggested for the consumption-income ratio. 

What prospect is there that private investment will be large enough 
to fill the probable gap of 20 billion dollars or more between consump- 
tion and income which we must expect on a high level of income? Ex- 
penditures for replacement and improvement may be expected to grow 
with the volume of output. But they will be more than taken care of by 
depreciation and obsolescence allowances. Net investment depends 
chiefly on the growth of population and resources and on the appearance 
of new, heavy capital-using industries. In view of the slowing down in 
the growth factor, it seems likely that net investment will be consider- 
ably smaller in relation to income than in past periods of prosperity. 
We may, in fact, have to revise our idea that investment in the thirties 
was so abnormally low. In spite of the “low” volume of investment, 
there was evidently a considerab!e increase in productivity, as shown 
by the speed and ease with which production was expanded to meet 
war demands.® 

I am inclined to think that investment in the next decade or so will 
probably be higher relative to income than it was in the thirties, though 
not as high as in earlier periods of prosperity. The optimistic factors 
seem to me to be, first, the probable development of some new indus- 
tries of the heavy capital-using type. Air transportation immediately 
comes to mind, although its impact is unlikely to compare with that 
of the automobile in the twenties. The second factor is foreign invest- 
ment: China, South America, and perhaps other parts of the world will 
want American capital for developmental purposes. But it would be 
easy to exaggerate the rate at which such development can safely take 
place. Moreover, it would be very dangerous if we were to depend on 
foreign investment as an essential prop to our own prosperity. In the 
interest of world economic and political stability we must be prepared to 
maintain domestic prosperity without any help from investment abroad. 
Housing is the third factor: This is perhaps the most important and 
potentially fruitful field for expansion in the next ten to twenty years. 
But with the reduced pressure of population growth, expansion will not 
come by itself as it used to. It will require much more encouragement 
and co-operation from government. Measures, voluntary or otherwise, 
to keep costs and prices from choking off demand; further reduction oi 
mortgage rates; government aid in planning urban redevelopment and 
in undertaking projects itself for the lowest income groups—all will be 
necessary. Assuming vigorous action along all these lines, residential 


® Alvin H. Hansen, “Stability and Expansion,’’ Financing American Prosperity (New York 
Twentieth Century Fund, 1945), p. 223. 
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construction might reach 5 to 6 billion dollars a year in the fifties.® 
All told, I think we will be lucky if net private investment averages 
10 to 15 billion dollars a year in the post-transition period. This means 
that a net government contribution of 5 to 10 billions will probably be 
necessary to keep income and employment at reasonably high levels. 


IV. The Federal Budget 


How large the government’s contribution to income must be depends, 
among other things, on the level of government expenditures and re- 
ceipts itself. It would be possible, theoretically, to balance the budget 
and maintain full employment, whatever the community’s propensity 
to consume and the state of investment demand, by increasing both 
taxes and expenditure sufficiently. Higher taxes reduce the amount of 
income available for both consumption and saving, and if they were high 
enough would presumably cut saving to whatever extent might be re- 
quired to bring it into balance with private investment. If the potential 
gap between saving and investment were not very large this would be a 
feasible, though not necessarily the most desirable, way of solving the 
full employment problem. But if the gap is as large as seems probable 
for the United States in the next ten to twenty years it would be quite 
impractical. Many savers would probably resist drastic reduction in 
their saving by cutting consumption, and very high taxes would prob- 
ably have an unfavorable effect on investment. Thus fantastically large 
receipts and expenditures might be necessary to bring about a balance 
at a full employment level of income. As Professor Haberler points out, 
budget balancing could be far more dangerous, from a strictly conserva- 
tive point of view, than deficit financing.!° 

At the other extreme, expenditures might be kept at a relatively low 
level and taxes entirely eliminated. The deficit would have to be con- 
siderably larger in this case than if an intermediate level of taxes and 
expenditure were chosen, since a large part of the benefit of the tax 
abolition would—with a tax system like ours—go to those with a rela- 
tively high propensity to save. Since a large deficit is not particularly 
desirable for its own sake, this alternative could be justified only if it 
were impossible to increase expenditure, or if the increase would be of 
such slight benefit to the community as to be outweighed by the 
benefits of the tax reduction. 

In order to formulate a fiscal policy for maintaining full employment 
t is necessary to have at least a rough idea of (1) the desirable, and 


‘ Robinson Newcomb, “Can the Construction Industry Carry its Immediate Share of Post- 
ir Employment?”’ Review of Economic Statistics, Aug., 1945. 
“Five Views on the Murray Full Employment Bill,’’ Review of Economic Statistics, Aug., 
». 108. 
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possible, magnitude of federal expenditure" and (2) the probable yield 
of various levels of tax rates. 

As to expenditure, the war has, fortunately, left us with a sizable 
legacy of “inevitable” spending about which no one is seriously inclined 
to argue. It is commonly estimated that interest on the debt and mili- 
tary and veterans outlays will amount to at least 12 billion dollars a 
year over the next decade or so. This gives us a fairly good cushion of 
expenditure to fall back on. Without it I am afraid the problem of main- 
taining full employment would be insoluble. Even with it the solution 
may not be easy. 

If we allow for about the same degree of “extravagance” in federal 
spending as in the late thirties, total federal outlay, excluding social 
security—which it is convenient to treat separately—would be ap- 
proximately 17 to 18 billion dollars.” Considering the increase in war- 
related expenditures this figure may seem unduly low. But it must be 
remembered that we are considering the problem of maintaining {ull 
employment and, with full employment, work relief spending, which 
constituted roughly one-quarter of the immediate prewar total, would 
disappear. One of the weaknesses of fiscal policy in the thirties was, in 
fact, its reliance on work relief as a channel for contributing to income. 
Work relief is effective in stopping a decline, as was demonstrated in 
1938, but it is unsuited by its very nature to supporting income and 
employment on a high level. If fiscal policy is to be used in the future to 
maintain full employment and not merely to check a decline when un- 
employment has already become severe, it will be necessary to find per- 
manent, nonrelief channels for the government’s contribution to income. 

But would not 17 to 18 billion be enough? Why not obtain whatever 
deficit is necessary by cutting taxes rather than increasing expenditure 
above this amount? The answer, it seems to me, is twofold. 

First, and most important, we need a considerably larger volume of 
expenditure for the direct benefits it will yield to the community. There 
was a great deal of discussion before the war of the need for more spend- 
ing on health, education, housing, social security, and the conservation 
and development of natural resources. But, aside from the emergency 
work of the WPA, relatively little progress was made in developing 
programs to meet the needs in these fields. Opposition to increasing 
government activity in promoting community welfare was still too 
strong. There are limits, of course, to the amount the government can 

1! For simplicity, I assume that state and local budgets will be balanced in the neighbor 


hood of $10 billion. Any deficit they might incur would correspondingly reduce the necessary 
federal contribution. 

” This is a very rough estimate arrived at by adjusting 1939 expenditures for the increase 
in interest, military, and veterans expenditure and for the higher price and salary level as- 
sumed in the $200 billion gross national product estimate, on which other calculations are 
based, and for the disappearance of work relief with the achievement of full employment 
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spend with benefit to the community. I doubt if it would be possible to 
justify an increase of as much as 20 billion dollars over the “adjusted 
prewar” level of 17 to 18 billions, let alone the increase that would be 
necessary to balance the budget at full employment. But I do think that 
several billions more a year spent on health, education, slum clearance, 
etc. would yield far more in terms of welfare to the whole community 
than an equal, or greater, amount of tax reduction. Professor Hansen 
has recently suggested 24 to 25 billion dollars, excluding social security, 
as a desirable goal of federal expenditure.” Adjusted to comparability 
with a 200 billion dollar gross national product, this would be roughly 
27 to 28 billions. 

The second reason for preferring increased spending to tax reduction 
is that the tax rates necessary to balance a 17 to 18 billion dollar budget 
would, at a high level of income, be relatively low and the benefits of tax 
reduction correspondingly small. A combination of 1940 corporate and 
individual income tax rates with excise taxes 50 per cent below their 
present level would probably yield 18 billion dollars or more at a gross 
national product of 200 billion dollars.“ A reduction in either individual 
or corporate income tax rates below the 1940 level would be hard to 
justify in terms of its contribution to community welfare as compared 
with increased spending on health, education, housing, etc. It would also 
increase saving considerably and thus necessitate a larger deficit, which 
would be undesirable on psychological and polifical grounds, if on no 
other. 

In addition to the regular budget, the fiscal aspects of social security 
must be considered. If both benefit and contribution rates are kept at 
their present levels, the old age and unemployment insurance system 
will probably yield a surplus of a billion dollars or so by 1949. An 
increase in the old age contribution rate to 2 per cent each for employers 
ind employees would double that amount.” Expansion of the social 

curity system to include health and permanent disability insurance 

ud to cover as many as possible of the groups who are now excluded 
| its protection is urgently needed. But although such expansion 

id be a great step forward from the point of view of providing ade- 
quate security, it would do little to help solve the fiscal problem if, as 
seems likely, contributions were increased along with benefits. About 


Financing American Prosperity, p. 214. 
Mosak estimates that federal revenue would be $22.5 billion at a $200 billion gross national 
duct with 1940 corporation and individual income tax rates and other taxes at present 
From this figure we may subtract at least $3 billion for reduction in excise taxes. 
‘losak’s corporation profit total may also be somewhat too high. Allowance for both these 
‘actors would reduce the total revenue figure to $18 to $19 billion. Using 1941, instead of 1940, 
ndividual Wee tax rates would add roughly $4 billion for a total of $22 to $23 billion. 
p.3 
* Kimmel, Postwar Fiscal Requirements (Brookings Institution, 1945), pp. 142-152. 
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the best we can hope for in the next five years or so is that present bene- 
fits will be liberalized somewhat and that the old age contribution rate 
will be kept where it is now. This would at least reduce the surplus and 
hasten the day when the system will begin to run a deficit; i.e., begin to 
make a positive contribution to incomes. But the opposition to using 
the social security system as an instrument of fiscal policy is very strong 
and we may have to reckon with a surplus for some time to come. 

By way of summary, it seems to me certain general propositions can 
be laid down about a full employment budget in the post-transition 
period: 

1. To maintain full employment we will have to have relatively high 
expenditure—in terms of current thinking—combined with moderate, 
or low, tax rates. 

2. There is more danger that spending will be too small than too large. 
Total federal expenditures of 25 billion dollars or more would be desir- 
able for the direct benefits to the community as well as the indirect 
effect on income. But it may be difficult to obtain that much peacetime 
spending. There will undoubtedly be stiff opposition to increased spend- 
ing on health, education, housing, and other items important for the 
promotion of community welfare. 

3. Spending programs should be flexible wherever possible without 
serious detriment to the objectives of the programs. In the case of public 
health or aid to education it would clearly be undesirable to vary the 
rate of spending with changing fiscal requirements. The same is un- 
doubtedly true of many other expenditures. But there are still others 
(e.g., most of the traditional public works programs, conservation and 
regional development projects, low-cost housing) which could be 
planned on a long-range basis and accelerated or retarded according to 
need. 

4. The level of taxes, and particularly income taxes, will have to de- 
pend on (a) the size of the required government contribution, (b) the 
volume of spending, (c) the impact of social security, and (d) the pos- 
sibility of reforming the tax system itself. I am inclined to be mildly 
pessimistic on all these counts and thus to think that it may be neces- 
sary to reduce income tax rates to the 1940 level or lower. But this is a 
presentiment, not a recommendation. I would rather see income taxes at 
a somewhat higher level—particularly surtax and corporate rates- 
accompanied by increased spending, further reduction of excise taxes, 
and the elimination of the social security surplus. In the case of income 
taxes the possibility of affording relief partly through extension of the 
privilege of averaging good years with bad (to individuals as well as 
corporations) should be explored. 

5 It is important to distinguish between the problem of adjusting 


| 


THE PROBLEM OF “FULL EMPLOYMENT” 301 


taxes to secure an adequate normal level of government contribution 
and the further problem of coping with fluctuations around that level. 
In dealing with fluctuations, it seems to me that the basic individual 
income tax rate or social security contribution rates are the appropriate 
instruments to use. Surtax rates, corporate taxes, and excise taxes should 
not be changed with short-run fluctuations in demand. 
6. Two other ways of contributing to income would enjoy high 
riority if they were practical: (a) financing a social security deficit 
and (b) making grants to the states and localities to enable them to re- 
duce consumption and real estate taxes. But I suspect both of these 
belong to the category of longer-run projects. Eventually, the social 
' security system will begin to run a deficit and eventually some reform 
a { our over-all tax system may be possible. Eventually we are also likely 
to need both very badly, as housing, foreign investment, military out- 
lays (we hope), and the construction activities of the government itself 
assuming these all reach hoped-for levels in the next decade or so— 
' taper off. In the meanwhile any success we might have in either of these 
directions would be a desirable substitute for a corresponding amount 


of income tax reduction. 


V. Flexibility and Forecasting 


| Throughout this discussion I have assumed that it is meaningful to 
' distinguish between the problem of insuring a génerally adequate level 
' of demand and the problem of coping with fluctuations. The difference 
can be illustrated by comparison of the pre-World War I period with 
the decade after 1929. Both were characterized by fluctuations of in- 
come, production, and employment. But the general level about which 
the fluctuations took place was quite different. In the earlier period the 
level was on the whole pretty satisfactory; the main problem was to 
iron out the fluctuations. In the latter period, on the other hand, the 
fluctuations had become secondary and the problem of securing an 
adequate general level had moved into the center of the stage. 

Although I am fairly optimistic about private investment in the next 
decade or two as compared with the thirties, I think it will nonetheless 
continuously fall short of the amount necessary to maintain full em- 

loyment—in the absence of positive governmental policy—by a wide 
margin. At the same time I see no reason for thinking that fluctuations 
investment will be more violent than they were, say, in the late nine- 
teenth century.’® I am thus inclined to think that our primary concern 
In the important case of housing, it seems likely that either (1) the industry, labor, and 
government will be able to work out together some way of keeping costs low relative to in- 
mes and thus tapping new strata of demand, in which case there will be a fairly large volume 
mstruction over the decade of the fifties, or (2) costs will remain high and construction 


imited to the much smaller demand generated by population increase alone. There is little 
ikelihood of fluctuation back and forth from one of these levels to the other. 
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in the post-transition period will again be with the general level rather 
than with fluctuations of demand. 

But even though it may not be our most urgent problem, offsetting 
fluctuations in demand will still be very important. For complete suc- 
cess, i.e., for the maintenance of completely stable production and em- 
ployment, we would have to have not only a great deal of flexibility in 
fiscal policy but also a degree of accuracy in forecasting private demand 
which may be unattainable for a long time to come. Is it likely, for in- 
stance, that our forecasters would have been able to call the turn in 
1929 or 1937 with sufficient precision to make it possible to forestal| 
completely, through an increase in spending or reduction in tax rates, 
the decline in aggregate demand and employment? And how many 
other turns would they have called which never materialized? 

The goal of complete stability, however, is probably overambitious. 
We will avoid the really serious evils of instability if we are able to check 
a decline, or an undue expansion, before it has gone very far. This is 
particularly true since there are certain automatic factors which can be 
relied on as a first line of defense. In the case of expansion there is a 
considerable amount of flexibility in the productive system itself. Out- 
put can be increased by working overtime, attracting new entrants into 
the labor force, utilizing excess capacity, working multiple shifts, etc. 
It is only as these possibilities become exhausted that the general danger 
of inflation becomes serious. And on the downside, unemployment 
insurance provides an extremely important cushion to absorb the initial 
shock of the decline and give time for the appropriate changes in fiscal 
policy to make themselves felt. It may be impossible in a future 1929 
or 1937 to call the turn in time to prevent the decline’s ever starting, but 
we should be able to reverse it by the time unemployment has reached, 
say, four to six million. The success with which fiscal policy reversed the 
downward trend of activity in 1938 is very encouraging in this con- 
nection. 

I have already suggested that variation in the rate at which certain 
spending programs are carried out and also in the basic income tax rate 
be used as compensatory fiscal devices. In general, I am inclined to 
favor reliance on changes in spending, but there may well be situations in 
which both will be required to do the job. 

A second line of attack on the problem of fluctuations would be 
through measures to stabilize private investment itself. I am not sure 
how far it would be possible to go in this direction without running up 
against the problem of government interference with private enterprise. 
But some sort of co-operative measures might be worked out which 
would be free of this objection. Control is particularly important in the 
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case of inventory expansion and it might even be a good idea to keep 
temporary price control in reserve as an emergency measure. 


VI. Monetary Policy 


[f my assumptions about the basic characteristics of the post-transi- 
tion period are correct, the chief function of monetary policy will be to 
keep interest rates low. There is very little likelihood that private in- 
vestment by itself will be so large as to generate an excessive demand for 

ods and services and thus to call for restrictive monetary measures. 
Private investment and the government contribution together might be 
excessive but that would call for a reduction in government spending, 
not an increase in interest rates. The great need for low-cost housing in 
the next decade or two makes it particularly important to keep interest 

tes low and thus to find other means for curbing any general infla- 
tionary tendencies. 

(he primary purpose of an easy money policy is to encourage invest- 
ment, or, at least, to avoid discouraging investment. With the slowing 
down in population growth and territorial expansion, investment is 
likely to be particularly vulnerable to higher interest rates. Raising 
rates would thus seriously aggravate the difficulty of keeping aggregate 
demand at a level which will insure reasonably full employment. 

In the longer run, an easy money policy may also have some effect 
on the propensity to consume. There is no evidence that it did have any 
efiect in the thirties, but this does not exclude the possibility that it 
might have if continued over a long enough period of time. Certainly, 
the speculative motive for holding cash balances is likely to become 
veaker aS people become more accustomed to low interest rates. This 
would tend to drive interest rates still lower and at some point might 
discourage savers sufficiently to make them reduce their saving and in- 

rease their consumption. On the other hand, savers seem to be a stub- 
born lot and they may go right on saving even if they have to keep a 

‘able fraction of their savings in the form of increased cash balances. 
Chis is clearly a subject for continuing research in connection with the 

ture development of fiscal policy. 

Even if we are successful in forging the right kind of fiscal and mone- 
tary policy, the battle is no more than half won. As the first speaker has 
pointed out, the best fiscal policy in the world will not assure us stable, 
‘ull employment unless we also have a reasonable degree of stability in 

he price and cost structure. What are the chances that such stability 
will come of itself once the readjustments of the transition from war to 
peace are completed? What kind of controls can we devise if it does not? 
These are questions which I am only too glad to turn over to the next. 


Spe aker. 
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WAGE-PRICE POLICY AND EMPLOYMENT 


By SUMNER H. SLICHTER 
Harvard University 


I 


Wage policies are made by business enterprises, trade unions, and 
government. Time does not permit a thorough discussion of these severa] 
varieties of wage policies. During the last fifteen years the influence of 
unions and government upon wages has increased enormously. Conse- 
quently, this paper will be devoted in the main to examining the effect 
of union wage policies upon employment. This topic requires an exami- 
nation of aspects of the employment problem which have been grievous- 
ly neglected in modern employment theory. Proposals of public or 
private policies for dealing with the employment problem are outside 
the scope of this paper which has the limited but important purpose of 
providing a more realistic foundation for policy making. Throughout 
this paper the assumption is made that collective bargaining is sufi- 
ciently universal to determine directly or indirectly the behavior of 
wages among nonsupervisory and nontechnical employees. 


II 


Let us look briefly at the behavior of wages and prices during the 
period when union organization was confined to a few industries. The 
last century was a time of rapid technological progress. With unions on 
the whole quite weak, one might have expected that the adjustment of 
prices to rising productivity would take the form mainly of falling prices 
rather than rising wages. And yet this apparently did not happen. Be- 
tween 1840 and 1930 the hourly earnings of nonagricultural workers rose 
sevenfold and the index of wholesale prices, instead of falling, rose over 
20 per cent. I concede that the index of wholesale prices has a marked up- 
ward bias, and that the real movement of wholesale prices was undoubt- 
edly downward during the period for which the index reports a rise.’ 
Nevertheless, the very rapid rise in wages indicates that the adjust- 
ment of the wage-price structure to growing output per man-hour was 
accomplished mainly by advances in wages rather than decreases in 
prices. In other words, competition of employers to buy labor seems to 
have affected wages more than competition of employers to sell goods 
affected prices. 


1 The index of wholesale prices fails to reflect improvements in the quality of products. 
Furthermore, new products do not get included in the index until they have become fairly 
common. Consequently, they are excluded during the very years when most rapid progress !s 
being made in improving their quality and in reducing their cost. No mere index of prices, 
of course, can satisfactorily reflect the gains of technological progress because the gains consist 
largely of new products. 
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III 


Now that one out of three nonagricultural employees is a union mem- 
ber and that unions are stronger than ever, the upward pressure on 
wages will probably be far greater than in the nineteenth century. And 
vet there is a possibility that the upward pressure of unions on wages 
will be considerably less than one might expect. Little is known about 
the wage policies of unions, but substantial evidence supports the con- 
clusion that the wage policy of many unions has consisted mainly of 
preserving a more or less customary differential above the wages of non- 
union employees. As nonunion wages go up, the union seeks similar 
increases in the wages of its members. Nonunion wages have generally 
risen sooner in periods of revival than union wages, but over extended 
periods nonunion wages and union wages seem to have advanced at 
about the same rate.? Even where unions have been in rather complete 
control of an industry, as in the case of railroads or coal, they have made 
wage adjustments on the basis of wage changes in other industries.* 

One can easily understand why the wage policy of unions might be 
to maintain a customary differential above nonunion wages. Preserva- 
tion of the differential would satisfy the members that the union was 
worth belonging to; but an attempt to push union rates up faster than 
nonunion would quickly produce unemployment among the union mem- 
bers. Probably the large and strong unions which have grown up during 
the last few years will be unwilling to adopt the policy of basing their 
wage scales upon nonunion wages. The theoretical implications of the 
policy, however, are important. Once the differential between union and 
nonunion wages was established, the movement of union wages would be 
determined by the same forces which determine the movement of non- 
union wages; namely, by changes in the demand for labor. In that event 
the influence of unions upon prices and employment would be consider- 
ably less than one might suspect. I am not predicting that unionism in 
the day of its great strength will pursue the same wage policies as in the 
days of its weakness, but I am calling your attention to the possibility 
that the upward pressure of unions on wages may be considerably less 
than most people (including me) anticipate. 


Douglas found that among factory workers “pay roll’? hourly earnings increased 3.27 
s between 1890 and 1926 and that the hourly earnings of union workers in manufacturing 
eased by substantially the same amount—3.11 times. ‘Pay roll’’ hourly earnings represent 
istries in which there were both nonunion and union workers, but mostly nonunion. P. H. 
Douglas, Real Wages in the United States, pp. 96-102. The union hourly earnings do not pertain 
the same occupations and industries as do the pay roll data and the union data apply to 
ee workers than do the pay roll data. For these reasons the comparison leaves much 
be Cesired. 
' These observations are not intended to imply that wages in all union industries move 
upward at the same rate or that some union rates do not from time to time run ahead of rates 
in general or fall behind them. 
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IV 


Let us explore the possibility that unions and government will subject 
wages to far more upward pressure than ever before. This seems to 
have happened after 1933. Between 1929 and 1939 hourly earnings of 
nonagricultural workers rose 17 per cent while the prices of finished 
goods dropped nearly 20 per cent. Real wages rose faster than in any 
decade since the seventies. The advance in wages was apparently too 
rapid for the demand for labor, because private pay rolls in 1939 were 
nearly 8 billion dollars less than in 1929. 

Let us first examine the effect of collective bargaining upon the cycli- 
cal movement of employment. This will help us separate some super- 
ficial and short-run effects of changes in wage-price relationships from 
underlying long-run effects. The usual order has been for prices to rise, 
and the rise has been followed by an advance in the price of labor— 
though often at a slower increase than the advance in commodity prices. 
Union wages move up more slowly than nonunion. When business de- 
clines, prices drop. Wages may drop, too, but their decline comes later 
and is smaller than the drop in prices. Union wages drop later and less 
than nonunion. Sometimes union wages do not drop at all. J. M. Clark 
has expressed the opinion that “no conceivable behavior of prices and 
wages would in itself iron out those cyclical fluctuations of prosperity 
and depression which take place over ten years or less, particularly the 
cycles which last on the average about forty months in this country.’* | 
suspect that Professor Clark is right. Nevertheless, a different timing of 
wage changes might substantially limit the fluctuations of production 
and employment. 

The fact that the movement of business is cyclical means that for a 
wide variety of expenditures, particularly investment expenditures and 
expenditures for durable consumer goods, the economy is shifting be- 
tween periods of catching up and periods of postponing expenditures. 
Part of the time, for example, investment opportunities are being ex- 
ploited faster than they are being discovered; part of the time invest- 
ment opportunities are accumulating faster than they are being ex- 
ploited. Investment opportunities include, of course, changes in 
inventories as well as expenditures on plant and equipment. Part of 
the time consumers are buying goods faster than they wear out; part of 
the time goods are wearing out faster than they are replaced. Constant 
shifts in the investment function and constant changes in liquidity prel- 
erence are characteristics of the economy. / 

How would a different behavior of cost-price relationships affect the 
amount of postponing and of catching up and thus the fluctuations in 
business? Changes in wages do two things. If not completely offset by 


* Financing American Prosperity, p. 101. 
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changes in prices, they affect the propensity to save and also the number 
of investment opportunities which will yield a given return. For the 
sake of convenience, let us call these effects of changes in wage-price 
relationships upon the propensity to save and upon investment opportuni- 
ties the ‘margin effect.”’ The expression is not an altogether happy one, 
but it is brief. If wage changes arouse expectations of price changes or 
other changes in investment cost, they affect the timing of investment 
decisions. For convenience let us call the effect of changes in wages (or 
prices) upon the timing of expenditures “the timing effect.’’ Price 
movements and expected price movements probably affect the timing 

of expenditures even more than do wage movements. 
lhe effect of price movements and wage movements upon the cyclical 
movements of business is a mixture of timing effects and margin effects. 
Rising prices and wages have the best chance to produce timing effects 
early in periods of revival when the accumulation of unexploited in- 
vestment opportunities is largest. As the revival proceeds and as the 
backlog of unexploited investment opportunities is diminished, rising 
prices and wages may produce anticipatory buying. Although the rise 
in wages produces timing effects upon expenditures, the fact that wages 
lag behind prices undoubtedly limits the timing effects of price increases. 
i other hand, the lag of wages behind prices produces margin ef- 

Fe cts which are favorable to employment. 

‘he quantity of catching- -up and anticipatory buying i is limited. As the 
timing effect of rising prices and wages diminishes in importance, the net 
eflect of wage increases upon the volume of employment depends more 
and more upon the relationship between wages and prices and upon the 
margin effects of wage changes. It would be a happy accident, however, 
if the wage-price relationships which develop as the catching-up and 
inticipatory demands are diminishing were to make possible a pre- 
iscly offsetting rise in demand based upon the current discovery of 
investment opportunities and the current propensity to consume. The 
end of catching-up and anticipatory buying may come either (1) with 
osts so high in relation to prices that full employment is unprofit- 
able or (2) with prices so high in relation to costs that lower prices are 
expected. There is nothing to prevent these two opposite causes of 
unemployment from existing simultaneously in different industries or 
even in different plants within the same industry. When the end of 
catching-up and anticipatory buying finds wages too high in relation to 
prices, one has an example of upward pressure on wages which pro- 
duces short-run inflationary (timing) effects but long-run deflationary 
margin) effects. When strong anticipatory buying pushes prices too 
high in relation to wages, prices may rise quite far before their highness 
rclative to costs is generally recognized. The sharp reversal of buying 
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policy which accompanies a change in expectations is likely to cause a 
precipitous drop in employment. 

During periods of contraction, falling prices have the greatest oppor- 
tunity to produce timing effects upon expenditures immediately after 
the downturn, when inventories are still swollen from anticipatory buy- 
ing and when equipment is in good condition. The fact that wages de- 
cline less than prices during contraction is unfavorable to the immediate 
exploitation of the current flow of investment opportunities. Many 
economists believe, however, that the relative stability of wages during 
periods of contraction helps to limit the drop in demand because it re- 
duces the expectations of lower prices. This may well be so, but the 
effect of stable wages upon prices is still uncertain. Undoubtedly, there 
are many cases in which wage reductions would help to sustain prices 
because they would reduce the pressure to gain liquidity by dumping 
inventories or by postponing repairs and replacements. Furthermore, 
since short-term marginal costs consist of labor costs and raw material 
costs, the maintenance of wages probably tends on balance to depress 
prices of raw materials, particularly those produced by the self- 
employed, such as farmers. The main argument in favor of no changes 
in wages at all (and it is a weighty one) is that uncertainty is itself an 
important deterrent to the execution of business plans. An easy and 
quick way to create certainties would be to make plain that there will 
be no changes in wages. A cycle of national negotiations for wage re- 
ductions in the railroad, steel, rubber, automobile, and coal industries 
would be a major source of uncertainty, and would probably induce 
considerable postponement of commitments. 

All of the foregoing analysis adds up to the conclusion that the net 
efiect of the spread of collective bargaining upon the cyclical movements 
of business cannot at present be satisfactorily forecast. It is quite certain 
that collective bargaining will reduce the tendency of wages to drop dur- 
ing periods of depression. It is uncertain whether the net effect will 
be stabilizing or unstabilizing. Stability of employment and production 
would probably be promoted if wages rose less rapidly than free market 
wages during periods of revival, but even this is uncertain. Slower wage 
movements at this time would give less support to the timing effect of 
price movements and, as catching-up and anticipatory buying was ex- 
hausted, would make possible a higher level of demand based upon the 
current flow of investment opportunities. The lag of wages, however, 
might produce lack of confidence in the price level. It is uncertain 
whether collective bargaining will make union wages rise more promptly 
or less promptly than free market wages. The fact that union wages 
in the past have risen less promptly than free market wages is not a 
satisfactory indication that this relationship will continue. 
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V 


Let us now look beneath these short-run cyclical effects. The success 
of unions in maintaining wages during recessions and in pushing up 
wages during periods of expansion determines the relationship between 
wages and prices over the course of the cycle—the average relationship, 
if you will, around which cyclical fluctuations in employment occur. 
In fact it may determine whether the secular trend of employment is 
upward or downward and how much. 

Suppose that technological progress is increasing output per man-hour 
at the rate of 3 per cent a year and that under the existing volume of 
unemployment unions are able and willing to push up wages 5 per cent 
a year. One of three things or a combination of them may happen: 

1) the rise in wages may produce an offsetting secular rise in prices; 
(2) the pressure on wages may accelerate the rate of technological re- 
search and discovery so that the output per man-hour rises sufficiently 
to prevent an advance in labor costs; (3) unemployment may increase 
until either the willingness or the ability of unions to push up wages 
has been reduced to the rate of technological progress—3 per cent a 
year. At that level of unemployment, equilibrium will be established 
between the rate of technological progress on the one hand and the 
bargaining power of unions on the other hand. 

Some economists have expressed the view thgt general changes in 
wages will not affect the volume of employment because these wage 
changes will produce offsetting changes in prices. Wages are said to be 
both a cost of production and a demand for goods. A general advance 
in wages, therefore, would simultaneously produce increases in costs and 
an offsetting rise in demand.* The view that prices can be counted upon 
more or less automatically to rise sufficiently to offset increases in costs 
must, I fear, be rejected. It presupposes that wage increases either (1) 
reduce the demand for cash balances (or their equivalent) or (2) in- 
crease the supply of money or (3) do enough of each so that expenditures 
rise exactly in proportion to the advance in wages. Certainly there is 
no reason to assume that a rise in costs would materially increase the 
supply of money. And since the effect of the advance in costs upon profit 
margins is at best uncertain, higher costs are likely to increase rather 

Mrs. Robinson has expressed this view as follows: “If entrepreneurs agree to pay their 
workers higher rates, money demand for goods is increased, and it is argued from this that 
activity and output will increase. But this rise in demand merely offsets the rise in the cost 

' production due to higher wages. A larger expenditure of money is now needed to buy the 
same goods and the increase in money income is not an increase in real purchasing power.” 
Introduction to the Theory of Employment, pp. 50-51.) 

_ Hansen has expressed the same view in his book, Fiscal Policy and Business Cycles, though 
ais relerence is to wage cuts. “‘A cut in wages,”’ he says, “is a two-edged sword. On the one side 
‘t cuts down costs, but on the other side it equally reduces demand. . . . The wage reduction 


cuts both cost and demand and this change cannot assure any increase in employment.” 
‘Fiscal Policy and Business Cycles, pp. 334-335.) 
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than to diminish the demand for cash balances. Hence a rise in costs, 
far from producing a precisely proportionate rise in expenditures, may 
produce no rise at all. 

Particularly gratuitous is the assumption that a change in costs would 
produce precisely the secular trend in expenditures needed to keep long- 
term cost-price relationships unchanged. Suppose, for example, that 
there is a general rise in wages which results in a corresponding increase 
in costs. Some anticipatory buying may be precipitated which (as I have 
pointed out) may sustain temporarily a high volume of employment 
despite low profit margins or which may push up prices temporarily 
faster than costs. Observations of past wage and price movements would 
give businessmen no reason to base long-term investment plans upon 
the assumption that rises in labor costs will be offset by advances in 
prices. Unless special conditions make price expectations elastic, there- 
fore, many would-be investors are likely to wait and see how completely 
the long-term movement of prices compensates for the rise in costs. The 
very decision to wait and see, however, will prevent prices from ad- 
justing themselves to a rise in costs. Hence, the marginal return or 
capital will drop and equilibrium will be established at a lower level of 
employment than before. 


VI 


Even if prices do not rise in proportion to costs, may not a drop in 
income payments (and hence possibly a drop in employment) be pre- 
vented by the favorable effect of higher costs on the propensity to save? 
This is a possibility, but not a probability. The relationship of labor 
costs to prices affects the distribution of income and, therefore, the pro- 
pensity to save and to consume. And, as pointed out in the previous 
section, it affects the quantity of investment opportunities which will 
be produced by a given rate of technological change. All of this means 
that, given a certain supply price for investment-seeking funds, one can 
construct a series of savings functions and investment functions show- 
ing the level of income payments, and indirectly the level of employ- 
ment, which will accompany different cost-price relationships. In each 
case the level of income payments will be determined at the intersection 
of the appropriate savings and investment functions. If a given change 
in costs relative to prices produces equal shifts in the investment 
function and in the savings function, no change in incomes will re- 
sult—although some changes in employment may occur. If changes 
in cost-price relationships affect the investment function more that 
the savings function, a lower level of income and employment will 
accompany upw ard shifts in costs. On the other hand, if shifts in costs 
relative to prices affect the propensity to save more than the volume of 
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investment opportunities, incomes will rise and fall as costs rise and 

\s a practical matter, in what zone does the economy usually or ac- 
tually operate? Does it ever operate in the zone in which the cyclical 
average of income and employment would be raised by a general rise 
in costs relative to prices? Probably not. Most of the time the economy 
is in a zone where changes in relative costs would produce greater shifts Va4/ 
in the investment function than in the savings function, so that a lower j 
cyclical average employment would accompany higher relative costs. 
Certainly at low levels of income this is true, because a cost-price re- 
lationship which would destroy all investment opportunities would not 
destroy all savings. Unless at low levels of income investment oppor- 
tunities are not more responsive than savings to drops in costs, incomes 
would never rise high enough to produce net savings. 

Eventually, of course, a drop in costs might produce a greater shift 
in the savings function than in the investment function at a given rate 
of return. It is doubtful, however, whether this zone is ever reached. 
lhe effect of changes in cost-price relationships upon savings is not very 
great because even a large part of profits is consumed rather than saved. 

On the other hand, the volume of investment opportunities is quite 
sensitive to changes in costs relative to prices. 

Empirical evidence on the zone in which the economy operates is 
yielded by the behavior of wages. If a rise in wages relative to prices 
increased the volume of employment, one general rise in wages would 
be followed by another. Hence, the economy would be quickly pushed 
into the zone where wage increases relative to prices diminish employ- 
ment. On the other hand, if a reduction in wages diminished employ- 
ment, one wage reduction would be followed by ancther. Hence, wage 
reductions, having once started, might be expected to go quite far. The 
economy exhibits neither the extremes of inflation nor the extremes of 
deflation which one would expect to find if wage increases raised the 
demand for labor and wage reductions reduced the demand for labor._ |, --, 
Except when special_ monetary or credit conditions cause trouble vd 
in 1931 and 1932), the fluctuations of industrial production are within 
a range of 25 per cent and the fluctuations of real national income are 
even smaller. The stability of production and incomes is consistent with 
the view that, except for the relatively short periods of postponement 
and catching up, the economy operates in a zone in which increases in 
wages relative to prices limit employment and decreases in wages rela- 
tive to prices increase employment. 
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li prices fail to rise sufficiently to offset increases in labor costs, may 
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the rate of technological change be expected to increase sufficiently 
to keep wages and prices in the relation required for the previous 
volume of employment? Some response of the volume of industrial re- 
search to the pressure on wages is to be expected—particularly if co}- 
lective bargaining does not extend to research workers. Nevertheless, 
there is no reason to believe that the response will be exactly enough to 
offset any tendency for upward pressure on wages to reduce invest- 
ment opportunities below the number needed to maintain a given leye! 
of employment. Unemployment itself does not directly stimulate jn. 
dustrial research; research might be stimulated, however, by the 
encroachment upon profits which is the cause for unemployment. Never. 
theless, it would be quite accidental if the stimulus and response were 
always precisely large enough to keep employment stable in the face of 
varying upward pressure upon wages. 

The upward surge of industrial research is very powerful and is at- 
tributable to a multitude of causes. It started long before unions be- 
came important. Between 1880 and 1940, the number of gainful workers 
increased about threefold, but the number of chemists, assayers, and 
metallurgists about thirtyfold and the number of technical engineers 
almost fortyfold. Expenditures on industrial research have been rising 
by leaps and bounds. This movement will continue. It may be more 
than sufficient to offset upward pressure of unions upon wages. During 
the nineteenth century the industrial arts developed rapidly enough to 
make possible both a very rapid rise in wages and, contrary to the 
published index of prices, some drop in prices. There is no way of pre- 
dicting whether or not this will continue to be true. 

Vill 

The foregoing analysis has examined the response of product prices 
or technological change to changes in the supply price of labor. What 
about the response of the supply price of labor to changes in the demand 
for labor? Experience shows that price movements usually precede wage 
movements. The fact that technological progress during the last hun- 
dred years has meant higher wages to a far greater extent than lower 
prices, indicates that the wage level in the long run adjusts itself to the 
price level more than the price level adjusts itself to the wage level. 
The response to increases in the demand for labor is usually a mixture— 
partly an employment response and partly a wage response. Does the 
growth of trade unionism mean that the labor market is becoming % 
organized that increases in the demand for labor produce prompt rises 
in the reservation prices of wage earners—Je{tward shifts in the labor 
supply curves? 

Experience with collective bargaining since a high proportion of the 
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workforce has been unionized is still too brief to yield an answer to this 
question. If union wage movements continue to lag behind nonunion 
wage movements, as they have usually done in the past, and if the long- 
run rise of union wages is no greater than the long-run rise of nonunion 
wages, the answer to the question will be “no.” Little is known about 
the determinants of union wage policies. When unemployment is fairly 
severe, unions may be dominated by unemployed minorities. As em- 
ployment increases, the influence of the unemployed upon union wage 
policies rapidly diminishes. After employment has reached a fairly high 
level and unemployment among union members is not serious, the labor 
supply curve may become quite sensitive to further increases in the 
demand for labor. Hence increases in the demand for labor will more 
and more tend to raise wages and less and less to increase employment. 
Labor supply curves may become quite sensitive to increases in demand 
for labor when 5 per cent or even 10 per cent of the workforce are still 
unemployed. Efforts to raise employment beyond this point and to re- 
duce the remaining amount of unemployment through deficit spending, 
for example, might mainly raise wages (and possibly prices) rather than 
increase employment. 


IX 


The response of prices and employment to changes in demand de- 
pends partly upon the slope of supply curves. Although the individual 
firm may have a horizontal or close to horizontal supply curve over a 
considerable range, individual industries and the economy as a whole 
seem to have sharply rising supply curves after a given point and before 
full employment has been reached. One reason probably is the fact that 
the least efficient part of the labor force is considerably less productive 
than the great majority. Another is the fact that the pattern of demand 
changes more quickly than the pattern of productive capacity. Conse- 
quently, growth and shifts in demand are constantly creating bottle- 

ks which cannot be immediately eliminated. For these various rea- 
sons it may be impossible to put all of the labor force to work at prices 
which people are willing to pay. Consumer resistance to higher prices 
may arise before the last of the labor force has been employed, or the 
higher prices necessary to put the last several million people to work 
may produce more savings than industry is willing to invest at the high 
cost of additional investment—investment cost determined by the high 
prices necessary to induce additional production. The history of price 
movements and wage movements shows that demand frequently ex- 
ceeds supply and pushes up prices substantially while millions of people 
are still out of work. 

Ii one conceives of a supply function for the economy as a whole, it 


tly 
Jus 
Te- 
ol- 
SS, 5 
to 
St- 
vel 
4 
ie 
ere 
of 
at- 
be- 
ers 
eTS 
ing | 
| || 
ore | 
ing 
it 
the 
ices 
age 
wer 
the 
vel 
the 
ises 
: 
the 


314 AMERICAN ECONOMIC ASSOCIATION 


is important to ask whether the spread of collective bargaining has any 
significant effects on the slope of this function. The principal influence 
of collective bargaining is probably through the overtime rules of trade 
unions (now more or less embodied in the law by the Fair Labor 
Standards Act) which produce a sharp rise in the cost of overtime work. 
This may increase the difficulty of maintaining balance in the economy 
and avoiding bottlenecks which produce sharp rises in prices. 


x 


Will unions seriously limit investment opportunities and hence em- 
ployment by promptly appropriating a large fraction of the profits of 
the most successful enterprises as rapidly as they accrue? This could 
be a consequence of the application of the ability-to-pay principle, 
provided unions were strong enough. Profits should be thought of in 
relation to the rate of expansion which they induce. A given outlook 
for profits will induce new capital to enter industry as rapidly as 
old capital is forced out or withdrawn. A better prospect will induce a 
certain rate of expansion and a still better prospect an even faster ex- 
pansion. To the extent that unions are expected to encroach upon the 
profits of the more successful enterprises, they make the prospect for 
profits less favorable and limit the expansion of industry. 

Even in unorganized industries one finds a disposition for the more 
prosperous plants to pay somewhat higher rates than the less prosperous. 
In so-called “perfect”? markets this would not be so. Differences in 
ability to pay would express themselves solely in the size of firms. This 
is not, however, a world of “perfect” markets. Unions, too, in some in- 
dustries and under some circumstances are disposed to adjust wages to 
a small extent on the basis of the ability of employers to pay. Never- 
theless, unions have not gone very far in this direction, as the differences 
in the size of union firms testify. The coal miners’ union is the principal 
exception. I do not expect that unions will go very far in negotiating 
wage differentials on the ability-to-pay principle—at least among em- 
ployers who produce in the same city or region. The pressure of union 
members is all in the direction of imposing the same rates in different 
plants. Hence it is usually not good union politics to base union wage 
schedules upon the differing ability of different employers to pay. 


XI 


The relationship between the structure of wages (and the structure o! 
prices also) to employment has been a neglected topic during recent 
years. And yet there can be no doubt that the structure of wages affects 
employment in many ways. For the most part the type of wage struc- 
ture which more or less universal collective bargaining will produce 
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seems to be unpredictable. It will, of course, reflect the relative bargain- 
ing power of different unions and different employers or different groups 
of employers. Where unions are strong enough to negotiate particularly 
favorable wages and working conditions, the number of people attached 
to the plant or industry must be expected to be abnormally large. Conse- 
quently, better-than-average bargaining power on the part of unions 
must be expected to produce “‘wage-distortion unemployment”—unless 
the union is able to control this by a restrictive membership policy. It 
may turn out that certain classes of workers, such as research workers 
or salesmen, have particularly strong bargaining power. This could af- 
fect the investment function or the propensity to consume. It would be 
important if bargaining power were exceptionally strong among con- 
struction workers and if the cost of construction were, as a result, made 
high relative to other costs. As a matter of fact, wages of carpenters 
and bricklayers have gone up during the last hundred years little more 
than wages of nonagricultural workers in general—about tenfold be- 
tween 1840 and 1940, as compared with ninefold for nonagricultural 
workers in general. 

Several generalizations appear to be possible about the effect of the 


wage policies of unions upon the structure of wages. For example, union 
wage policies appear to have a tendency (1) to reduce differentials at 
least among union plants; (2) to increase the spread between the com- 
pensation of urban workers and farmers; (3) to impose a uniform floor 


under wages. 

Greater geographical uniformity in wages reduces the capacity of the 
wage structure to induce the large movements of people which are re- 
quired by differences in the natural rate of population growth in dif- 
ferent parts of the country and by the fact that a large part of the 
increase in jobs occurs in a few areas. This discouragement of geographi- 
cal movement may cause some unemployment, but its principal effect 
probably is to reduce the productivity of labor. 

(he tendency of union pressure on wages to increase the disparity 
between the compensation of urban workers and the incomes of farmers 
is temporarily obscured by the effects of the war upon agriculture. The 
disparity between urban incomes and incomes of farmers was great even 
before unions became powerful. The rise of unions will probably increase 
the spread between urban and agricultural incomes. The disparity limits 
the expansion of urban industries and, therefore, their capacity to 
absorb the surplus population originating on the farms. Here again the 
principal effect seems to be a reduction in the productivity of labor 
rather than the creation of unemployment. There is, of course, less in- 
tensive use of labor in agriculture than would otherwise be the case. 
The relatively high urban wage rates, however, encourage more people 
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to attach themselves to city industries than can find steady employment 
there and thus produce some urban unemployment. 

The uniform minima imposed by unions are, as a rule, too high to have 
important employment effects, except possibly to force the earlier re- 
tirement of some men. The least efficient 5 or 10 per cent of the work- 
force are undoubtedly worth far less than the remaining 90 or 95 per 
cent. Most employers would be unwilling to pay the least efficient 
workers low enough wages to assure them steady employment, and 
most of the least efficient workers would probably prefer to go on re- 
lief than to work for no more than they are worth. Consequently, 
their chances of employment must depend largely upon special needs 
or emergencies which temporarily raise the marginal worth of labor far 
above usual levels. Even such emergencies may not yield much employ- 
ment for the least efficient workers, because enterprises may find it more 
profitable to shift regular workers from their usual employments than to 
hire the least efficient people. The spread of minimum wage rates en- 
forced by the government may exclude from large segments of industry 
the very people whose employment is most intermittent and who suffer 
most from unemployment. Union wage minima rarely have this effect. 
Unions operate mainly in industries where even the nonunion minima 
are too high to permit the steady employment of people who are in the 
twilight zone between employable and unemployable. 


XII 


What general conclusions are yielded by this analysis? By far the most 
important conclusion is that the great rise of unions seems to be creating 
a new kind of economy—an economy in which labor is held at reserva- 
tion prices fixed by powerful organizations possessing almost complete 
control over some types of labor; an economy in which men have quasi- 
property rights to jobs and may not be replaced by men who are willing 
to do the same work for less; an economy in which upward pressure on 
wages, regardless of its effect on employment, is likely to be far greater 
than anything we have experienced; an economy in which increases in 
demand tend more and more to produce wage effects rather than em- 
ployment effects. No one really knows how this economy will work and 
how wages and prices in it will behave. Only experience will reveal the 
answers to a number of crucial questions. Among these questions are: 

1. Will technological progress be so rapid that, despite the great 
strength of trade unions, wage-price relationships will not in general be 
a serious problem for a number of years? 

2. How will prices respond to wage increases which are too great for 
the rate of technological progress? Under what conditions is upward 
pressure on wages inflationary and under what conditions is it deflation- 
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ary? To what extent is a short-run inflationary effect achieved at the 
ex] vense of a long-run deflationary effect? 

3. Since the long-term movement of prices cannot be counted upon 
to ofiset rises in labor costs, must the government choose between de- 
veloping devices to raise prices by artificial means and supplanting col- 
lective bargaining with government wage fixing? 

4. To what extent will the spread of collective bargaining limit the 
capacity of the economy to give employment either by producing shifts 
in the labor supply curve or changing the slope of the economy’s 
supply function. 

5. How weak must unions be, for example, or how severely regulated, 
in order for deficit financing or any other form of spending to raise 
employment effectively? 

6. What is the range within which increases in public or private 
spending may be quite effective in raising employment rather than 
wages or prices? At what level of employment do increases in spending 
rapidly lose their effectiveness in raising employment? 

7. To what extent is collective bargaining likely to affect the volume 
of unemployment attributable to the structure of wages? 

|:xploration of the relation of wages and prices to employment cannot 
jail to impress one with the deplorable state of the theory of employ- 

ent. Many formulations of employment theory assume that wages 
have little or nothing to do with employment. And yet the assumption 
that general changes in wages produce precisely proportionate changes 
in MV is quite as gratuitous as the neoclassical assumption that they 
produce no changes in MV. Employment is affected by the response (or 
lack of response) of demand to changes in wages, by the response of 
wages to changes in demand, and by the structure of wages. It is also 
clear that changes in prices cannot be counted upon to offset changes in 
wages. Employment theory has attacked the problem of employment 

‘most entirely in terms of spending, either public or private, to the neg- 
lect of conditions of supply. The assumption has been tacitly made that 
resources would go to work pretty much in proportion to changes in the 
volume of spending. Virtually no attention has been given to the pos- 
ibility that supply curves beyond a certain range may not be horizontal 
or close to horizontal, but may rise sharply, and that they may not be 
independent of demand, but may shift as demand rises and falls. Trade 
unions are essentially devices for making the supply prices of the serv- 
ces of their members (1) less responsive to drops in demand and (2) 
more responsive to increases in demand. There is a touch of irony in the 
fact that while employment theory has been neglecting the supply as- 
pect of the employment problem, the labor market was being rapidly 
organized to make supply prices behave differently from the assumptions 
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found in most current employment theory. The time is overripe to 
rescue employment theory from its narrow preoccupation with spending 
and to include in it a consideration of the conditions of supply and of 
the effects of changes in demand upon reservation prices. 

Let me close with a word about the makers of wage and employment 
policy. Everyone regards full employment as a worthy objective, and 
yet what policy makers are in a position to give much weight to the 
effect of their decisions upon the general level of employment? Certainly 
not the wage policy makers in trade unions or in business enterprises. 
Even government officials, though glad to give lip service to the idea 
of full employment, place winning elections ahead of increasing the 
number of jobs. The politicians, I believe, underestimate the willingness 
of the man in the street to think in terms of national interest, but they 
know that many votes are gained by catering to well-established super- 
stitions and prejudices and by helping politically strong groups pursue 
their special objectives regardless of the effect upon employment. “Auto- 
matic”? economic forces may or may not keep the country fairly close 
to full employment. Private or public policies may be needed to supple- 
ment ‘‘automatic”’ forces. Neither private nor public policies, however, 
can be counted upon to produce full employment, because all policy 
makers must compromise between this objective and many rival ones. 
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DISCUSSION 


Joun H. G. Prerson: The keynote of Dr. Hart’s remarks is that econo- 
mists should recognize the uncertainty of future developments and the con- 
sequent need for flexibility in our stabilization policy. In this I heartily 
concur. Forecasts are a precarious basis for stabilization programs. I also 
concur in a majority of the other detailed opinions expressed in Hart’s paper. 

But has Hart carried his reasoning through to its logical conclusion? His 
recommendations would have us meet uncertainty by a “feeling-out proc- 
ess.”’ I do not think that this is sufficient. I believe we should meet uncer- 

inty by a form of over-all economic insurance. Insurance eliminates 
cuesswork, promotes confidence, and guarantees results. A feeling-out 
process is too tentative to yield these benefits. 

While I say “insurance” advisedly and am not indulging in a figure of 
speech, I admit to using the word in a loose sense. I do not have actuarial 
soundness in mind. Existing governmental insurance systems may or may 
not be thought to operate on actuarial principles; no such claim is advanced 

n this case. Nevertheless, I hope that my usage may be condoned, because I 
am looking for a strong word that rejects the idea of “doing the best we 
can” in the matter of employment and instead conveys the idea of a definite 
commitment. 

| do literally suggest the establishment of a form of underwriting whereby 
he federal government assures whom it may concern that unemployment 

will not exceed the amount decided upon as consistent with full employment 
in the operating sense. This seems a reasonable proposition if full employ- 
ment is practically attainable and what we want. If we want it, we want to 
be sure of it—especially since confidence actually simplifies attainment. To 
be sure of it we need to insure it. This applies to the period of launching 
stabilization as well as to any other period. 

Hart’s recommendations are not, I take it, necessarily in conflict with 
his, provided it can be done, His argument does move back and forth a bit 

etween maintaining full employment and combatting serious unemploy- 

But I notice that, when all hell finally breaks loose in his manuscript, 

th his ‘‘gong’’ sounding the rise of unemployment above a stated moder- 

figure at the same moment that his “whistle” warns of an upward cost- 
rice spiral, he is all for heeding the gong as well as the whistle. 

lor insurance of full employment to be workable, two things are clearly 
ecessary: (1) Uncertainty must be removed as to what full employment 
is, in order to avoid dispute as to when the government should expand or 

curtail its own employment-giving operations. (2) The body of full employ- 

‘ policy as a whole must be such that the government action available to 
back up a solid and meaningful guaranty of full employment can be seen to 
be in harmony with the other traditional values of our economy. This has 
» main corollaries: (a) reliance on compensatory fiscal action of any kind 

as time goes by, be kept within reasonable limits; (b) reliance on 
extra public works and services to provide employment must be kept within 
imits that are definitely narrow. 
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Can uncertainty be removed as to what full employment is? Hart has 
given us his conceptual definition (a situation where unemployment is ex- 
clusively “‘frictional’’) and he has also pointed out the need to set specific 
standards and to formalize machinery for keeping track of current events, 
so that we may know when to act. Being in agreement with these sugges- 
tions, I should like to try to clinch the matter with some further observa- 
tions about procedure. Concretely, a satisfactory working definition of full 
employment would appear to be attainable through a continuous process 
operating roughly as follows: 

1. Recommendation: The President in an annual economic message to 
Congress proposes, let us imagine, a numerical employment or unemploy- 
ment standard for the coming year—one that his economic advisers believe 
will create a situation in which all those wanting and able to work will have 
a chance to do so. This standard may be in the form of an annual average— 
for example, in a particular year it might be an average of 59 million jobs, 
including self-employed and armed forces—or the allowances deemed neces- 
sary for seasonal variation may be mentioned specifically. Probably, in addi- 
tion to a floor, there will also be suggested a ceiling at which curtailment of 
public works, etc., should be brought into play to prevent a further rise in 
total employment. 

2. Legislation: After analysis of the President’s recommendation by a 
suitable Congressional committee, Congress makes its own determination 
and underwrites the minimum level agreed upon, presumably also setting a 
top limit. This action establishes the official, administrative definition for 
the ensuing year. At the same time Congress instructs the President to use 
specified means—including, as last resort, variations in the volume of public 
works and services—to effectuate its stated purpose with respect to the 
level of employment, and provides contingent appropriations for use in the 
specified ways if necessary. 

3. Administration: A designated agency keeps track of current employ- 
ment and unemployment and notifies the agency responsible for public 
works, etc., when expansion or contraction is required to keep total employ- 
ment within the limits set by Congress. The resulting action by the public 
works agency serves as the final guaranty that full employment, as defined, 
is maintained. 

4. Re-evaluation: The appropriate agencies continue their quantitative 
and qualitative studies of the labor force data. For example, they analyze: 
unemployment by type, by location, by duration, by group affected; part- 
time employment; the relation of vacancies to applications; the existence or 
absence of concealed unemployment in such sectors as agriculture. These 
studies show how well the current numerical definition of full employment 
accords with the underlying aim of universal job opportunity. Allowing also 
for secular growth of the labor force, changes can if necessary be suggested 
in the level at which, or possibly the terms or form in which, full employ- 
ment should be defined thereafter. The President is thus prepared for his 
next year’s recommendation to Congress. This completes the circle. 

The reason I have discussed the question of definition at such length is 
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that there appear to be many who believe that full employment must al- 
ways remain indeterminate. We are told that full employment is a goal so 
high and so vague that, while we should strive in the direction of it, we 
cannot hope to achieve it and therefore cannot assure that it will be 
achieved. My discussion, however, has aimed to show that, on the con- 
trary, full employment is perfectly determinate for working purposes. This 
surely is all that matters. 

Of course the chief problem remains—the development of a policy ap- 
proach consistent with the other fundamentals of our economy and hence 
acceptable in practice. This problem is difficult enough so that failure to 
get at the issues could easily be fatal to full employment. Here I feel that 

fart’s treatment is deficient. Although his individual propositions seem 
reasonable, the principle needed to serve as a “binder” is missing. This 
principle I believe to be that total consumer expenditure should be underwrit- 
fen at a high level, as well as employment itself. 

The reason for underwriting consumer spending separately is that the 
maintenance of an aggregate of gross national expenditures sufficiently high 
to sustain full employment might otherwise entail more reliance on public 
works and services than was physically possible, or more reliance than the 
system of private enterprise could stand. 

Forecasts of time and amount are treacherous and, in any case, unneces- 
sary. It is enough to take warning from past saving and spending habits 

hat a situation can easily arise, once wartime savings and the backlog of 

deferred demand no longer control the situation, where even the disposable 
income resulting from full employment conditions would tend to leave effec- 
tive demand considerably short of what is required to have the full em- 
ployment conditions continue. May I introduce for Hart’s consideration a 
new sound—the “squawk’’? The squawk will occur, with both “gong” and 
“whistle” silent, when employment is full momentarily but markets start 
dwindling because of insufficient respending of full employment income. In 
short, the squawk registers the pure, initial strain of deflation. Seriously, 
with this deflationary virus latent in the system and no remedy visualized 
except expansion of government expenditures for goods and services— 
chiefly for public works—it seems to me quite unrealistic to suppose that 
the government would guarantee full employment. 

Assume, however, a floor and ceiling for consumer expenditure as well as 
a floor and ceiling for employment as a whole, and assume the consumer 
expenditure quota to be calculated from probable business plus government 
demand subtracted from a roughly computed full employment volume of 
gross national expenditures. This creates a very different perspective, not 
dominated by public works. I presuppose that private investment will here 
be estimated as optimistically as warranted by prevailing incentives to 
business expansion—including the encouragement provided by continuously 
assured full employment not based on expansion of government programs— 


while government demand will be accounted for on the basis of programs 
approved for their own sake irrespective of labor-market conditions. 
This policy approach, unlike the other, gives tangible assurance that the 
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main emphasis in the full employment program is on expanded private em- 
ployment, and that supplementary public works can therefore be held 
within suitably narrow limits. Hence I believe that it meets the crucial 
difficulty noted above. 

Naturally the added support for consumer spending that may often be 
required under this policy will involve a reduction of tax revenues or an 
increase in transfer payments, either of which will tend to unbalance the 
federal budget. Since the practical possibility of insuring full employment 
might be endangered by the prospect of continuing heavy deficits, even 
without the aforementioned threat of vast public works, the other main re- 
quirement is action to keep the need for compensatory measures as a whole 
within reasonable limits. 

Success in this endeavor depends in substantial degree on wage-price 
policy. Parenthetically, the existence of the complex and difficult wage-price 
problem cannot be laid at the door of full employment. Indeed, psycho- 
logically this problem should be easier to work on co-operatively once a 
convincing full employment policy is adopted, bringing income security to 
the worker and making higher break-even points evidently practicable. 
Furthermore, a ceiling on consumer spending provided by an underwriting 
formula will help prevent an inflationary spiral. 

In the fiscal-monetary field, it is necessary to distinguish between com- 
pensatory measures as such and basic measures of permanent value in re- 
ducing the need for compensatory action—such as taxation that is progres- 
sive but encourages risk-taking, expanded public welfare expenditures, 
preferably with suitable use of a capital budget, and an overhauling of social 
security financing methods. A third type of action mentioned by Hart, 
which overlaps the foregoing in the realm of credit control, involves heading 
off speculative, inflationary movements that would lead to collapse and de- 
flation later on. A fourth great field involves promotion of competition and 
control of inevitable monopoly. 

I need not extend this list. Hart has referred to the necessity for disagree- 
ments among economists. One of the areas in which disagreements are bound 
to continue and are bound to prove fruitful is the area of detailed blocking- 
in of these basic policies for promoting a better natural balance in our econ- 
omy and thus reducing the need for artificial compensations. A second area 
for disagreement involves the best form of compensatory adjustment of con- 
sumer purchasing power and expenditure, under a policy based on the 
underwriting principle. 

Hart has urged maximum use of “built-in flexibility” of policy—which is 
to be secured, under given tax and benefit rates, through heavy reliance on 
income taxes and social security. I think that a warning should be sounded 
against exaggerated reliance on built-in flexibility in just this particular 
sense. What is implied is large variations in income and employment levels. 
The argument therefore relates essentially to an economy that is expanding 
and contracting rather than to a full employment economy. 

I agree, however, with Hart’s emphasis on the need for deliberate short- 
term changes in tax rates or exemptions and in monetary policy, as well 
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m- as in public works. Money and debt management should have considerable 
Id leverage on consumer spending if the government will create new money 
ial with which to retire its debt. The personal income tax should be readily 
adjustable, and perhaps social security levies also. Persons not affected by 
be reduction of such taxes might possibly be compensated in cash by rebate of 
an ‘mputed indirect taxes paid to any tax jurisdiction or in kind through a 
he stamp plan or other arrangement allowing purchase of basic necessities at 
nt reduced prices. If necessary to prevent an inflationary rise in consumer 
en [spending above the established ceiling, a graduated spendings tax with high 
re / exemptions might be brought into play, other methods failing. 
ile hese, as already conceded, are issues on which there is much to be gained 
) from present disagreements. What I hope will mot be a subject for disagree- 
ce ’ ment indefinitely among political economists concerned with the establish- 
ce ment of continuing full employment, is the need for an advance commit- 
10- ' ment underwriting total employment—this commitment in turn made 
a ' workable by the underwriting of consumer spending. It seems to me that a 
to policy to assure an ample market for the normal products of business, and 
le. ' keep government out of unpremeditated competition with business, should 
ng commend itself to common sense. 
m- J. The range of significant problems covered by Dr. 
e- ' Hart's penetrating analysis is broad, and the discussants can of course not 
‘S- I be expe ted to consider all the questions raised in the paper. My observa- 
8S, _ for example, will almost completely disregard the difficulties of post- 
al {— war transition. I believe that these may prove to be serious and that, 
rt, ‘especially in the event of an inflationary outburst, the authorities are ill- 
ng equipped for controlling the disequilibrating factors. It would clearly be 
e- desirable to increase the power of the Federal Reserve Board over reserve 
nd » requirements and also to adopt a more flexible tax policy. Yet while these 
) reforms would be desirable, it is uncertain whether they —or any politically 
€- feasible measure—would in the present circumstances forestall inflation if 
nd ' the rate of turnover of the money stock should tend to increase. Instead of 
g- ' discussing these problems of the transition period, I shall now, however, 
n- ' turn to the longer-range aspects of full employment policy. I shall be con- 
ea ' cerned mainly with the relationship between full empioyment policy on the 
n- _ one hand and direct controls on the other. 
he ' A rigid guarantee of a high level of employment would undoubtedly re- 
' quire a comprehensive system of direct controls. Otherwise, monopolistic 
is labor and business groups would find it easy to raise their money earnings 
on » and to reduce the quality of their services against the background of the 
ed fu ‘| employment guarantee. The inflationary pressure would be increased 
ar B by the tendency to dishoard idle balances. Furthermore, the occupational 
ls. and’ regional mobility of resources would be reduced by the insistence of 
ng considerable sections of the labor force on being granted employment in 
| definite industries and areas, regardless of the interests of the economy as a 
t- whole. Considering all these circumstances, a policy of guaranteed high 


ll | employment would require rigorous direct controls, extending to the wage 
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and price level, the quality of the goods produced and of the services pe, 
formed, and also to the factors affecting the mobility of resources. 

Sir William Beveridge believes that wage controls would not be necesszg 
because if the labor force were represented in all wage bargains by a sing) 
union organized on a national scale, then the national labor representatives 
would realize that inflationary wage increases—that is, wage increases a 
sociated with a corresponding rise in the cost of living—do not serve th 
interests of labor as a whole. I do not share this optimism because even; 
nationally organized over-all union would have to take account of the pres 
sures originating in the single constituent groups. The politically expedier 
way of keeping the constituent groups happy would be that of yielding t) 
the various groups in succession. Aside from this, the nationally organized 
union might frequently maintain that the wage increases it is advocatix 
should not lead to increases in the price level, while in reality they woul 
result in price increases. I am convinced, therefore, that the policy of: 
guaranteed level of high employment would make necessary the adoption ¢ 
comprehensive direct controls and that the wage level and the terms m 
which labor services are performed could not be exempted from the contro 

Dr. Hart and many economists would agree that this does not mean thi 
we must have either a rigorous system of direct controls or periods of mas B% 4, 
unemployment. Preventing cumulative deflation and mass unemployment Fp, 
is not the same thing as guaranteeing full employment. The necessary ad- BR of 
justments occurring in periods of business recession are made very much B% 4)| 
more difficult by the cumulative shrinkage of aggregate demand by which §% },, 
they frequently degenerate into major depressions. In the future it will be BI sp, 
imperative to counteract the tendency of aggregate demand to shrink Bq, 
abruptly, and this will have to be done in early stages of recessions. It wil Bi sp, 
be imperative to do this because protracted unemployment of considerable BR 2» 
sections of the population has rightly come to be considered an intolerable B® 4}, 
condition. I do not believe that the objective of preventing recessions from if | 
developing into major and protracted depressions would require a mecha RF ¢}, 
nism of control comparable to that which would be called for by an uncon BF |; 
ditional full employment guarantee. tiv 

If the objective is that of preventing cumulative deflation, the monetary HF |¢, 
and fiscal authorities may be guided by price level considerations as well a HF re: 
by employment considerations. They may start expansionary policies in 
early stages of recessions, and they may discontinue these if dangerous wage BF fis 


and price developments get under way. In other words, the authority may Hi de 
aim at the maximum level of employment compatible with a reasonably fre 
stable price level (which clearly is not the same thing as guaranteeing full HH fy 


employment regardless of wage and price tendencies and then bringing J ris 
wage and price tendencies in line by controls). If the maximum level 0! J re: 
employment compatible with a reasonably stable price level proves to bea i th 
high level of employment, then it will be possible to accomplish two vital no 
objectives at the same time, without producing abrupt changes in the I J de 
stitutional setting. I believe that there exists a fair chance that it will be I on 
possible to accomplish the two objectives in question by the appropriate J int 
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policies. At any rate it is necessary to make a serious effort in this direction 
because it will not be possible to avoid abrupt institutional changes unless 
we will be successful in maintaining a reasonably high level of employment 
and a reasonably stable price level at the same time. 

The effort should, I think, consist of starting expansionary policies in 
early stages of business recessions and of making it known in advance that 
these policies will be discontinued or reversed if and when harmful wage and 
price developments get under way. It might be useful to define harmful 
wage and price developments in advance, in terms of the specific ad hoc 
requirements of the periods in which the policies in question are undertaken 
so that the power groups concerned should be aware of what constitutes a 
behavior that would impel the authorities to reverse their policies. It is to be 
hoped that in these circumstances inflationary symptoms will not show be- 
fore satisfactory levels of activity are reached. If this hope should prove 
vain—that is, if economic power groups should start inflationary processes 
at low levels of activity—then the policy here considered would break down 
and a situation would arise in which comprehensive controls could scarcely 
be avoided. But although we should always be prepared for an unfavorable 
turn of events, we should not be defeatists in this respect. The past record 
does not compel us to expect that it will be necessary to discontinue ex- 
pansionary policies and to adopt counterinflationary measures at low levels 
of activity. It is true that in the past inflationary tendencies have occasion- 
ally developed at unsatisfactory levels of activity, although, when they 
have developed at such levels, it usually was possible to attribute them to 
special circumstances. It is conceivable that in the future inflationary ten- 
dencies would develop at low levels of activity, even in the absence of 
special circumstances, due to the increased power of labor organizations 
and of monopoly groups in general. But while such tendencies are conceiv- 
able, it would not be justified to take them for granted in advance, especially 
if it will be known that certain wage and price developments would induce 
the authorities to shift from expansionary to counter-inflationary measures. 
It seems worth while to try the policy of vigorously counteracting cumula- 
tive deflation whenever it tends to develop; and of aiming at the maximum 
level of employment that is compatible with a reasonably stable and 
reasonably free price level. 

Expansionary policies should not consist exclusively of monetary and 
fiscal measures. Without adequate wage-price policies, monetary and fiscal 
devices cannot accomplish the desired objective. But a policy abstaining 
from the use of monetary and fiscal measures could certainly not be success- 
ful. It follows that under a reasonable policy the public debt would tend to 
rise in periods of recession. Whether the debt would tend to decline cor- 
respondingly in periods of high activity depends on the relative strength of 
the expansionary and the contractionary forces in the economy. There is 
no assurance that it will be possible to avoid a further increase in the public 
debt in the passage of time. This does not necessarily mean that the interest 
on the public dept will have to rise as a percentage of national income. The 
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iterest burden will not rise in relation to national income, provided the 
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future increase in productivity is sufficiently high and provided the rate of 
increase in the public debt does not exceed certain limits. In spite of this, 
I believe that it would be wise to find means by which further additions to 
the debt could be financed free of interest. The straightforward way of 
avoiding the internal transfer problem would be that of borrowing from the 
Federal Reserve banks directly. It might, however, be possible to circum. 
vent the so-called “public debt problem” also by having the Federal Re. 
serve banks buy securities whenever the government sells new securities to 
the market. To tax away the earnings of the Federal Reserve banks in excess 
of a definite rate of profit should not create serious difficulties. 

With the present methods of financing, the public debt problem is not 
entirely a fictitious problem. However, direct or indirect financing by central 
banks would change it into a fictitious problem as concerns further additions 
to the debt. The inflation danger involved in borrowing from central banks 
is no greater than that associated with borrowing from commercial banks, 
provided reserve requirements are under control. And as for the earnings of 
the commercial banks, it is by no means obvious that the monetary authority 
acts in the interest of the banks if it brings about a further increase in their 
holdings of government securities. 


CLARK WARBURTON: At the beginning of my remarks, I want to empha- 
size the fact that they represent personal views only. My comments on 
Mr. Sweezy’s paper relate to some basic assumptions which he does not 
state specifically but which underlie, or at least appear to me to underlie, 


most of his reasoning. The assumptions which I have selected for comment 
are, of course, those with which I disagree. 

1. In the first paragraph of his paper, Mr. Sweezy states that “through- 
out most of the nineteenth century private spending was adequate to pro- 
vide a market for a reasonably high level of output,” and implies that this 
has not been true throughout most of the twentieth century. The factual 
data with which I am acquainted indicate that during the first three decades 
of the twentieth century private spending was as adequate as it was during 
the nineteenth century; only in the fourth decade did it become less ade- 
quate. Failure to note the date when private spending became inadequate 
probably underlies Mr. Sweezy’s acceptance of the stagnation thesis. I can- 
not see how the stagnation thesis provides a reasonable explanation of the 
rapid collapse of consumer expenditures in the early thirties. 

2. Another assumption of Mr. Sweezy is that the inadequacy of private 
spending, when it developed, was due to a maladjusted relationship between 
the tendency of income recipients to save and the tendency of business to 
utilize savings through capital investment, and that this maladjustment 
resulted from lack of investment opportunities. This is a popular assump- 
tion, but I have been unable to find in the Keynesian literature or elsewhere 
any factual evidence in its support which seems to me valid or plausible. 

3. Mr. Sweezy assumes that the propensity to consume is one of the in- 
flexible or lagging elements in the economy relative to the rising standard of 
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living made possible by technological progress and the amount of invest- 
ment necessary for achievement of that standard of living. Such examina- 
n as I have been able to make of the information provided by surveys 
of family expenditures over a period of time and under varying conditions 
nd by the aggregate data for consumers’ expenditures does not support that 
:mption. 
_ Mr. Sweezy concludes—because of his assumption regarding the 
cracter of the tendency to save—that a large volume of investment or in 
bsence a government deficit will be required to keep income and em- 
yment at a high level. This conclusion, however, involves another basic 
assumption; namely, that the volume of income and employment is pri- 
y dependent upon the volume of investment or on the sum of such 
stment and the amount of the government deficit. This assumption, it 
ems to me, is invalid. With respect to investment the main line of causa- 
runs in the other direction. The volume of investment is the result of 
iness judgment as to the probable amount of consumer income and 
ority [purchases in the future, and this judgment is heavily influenced by the 
their i rrent situation and current trends. The observation that in the past we 
: e had high levels of investment under conditions of high employment 
rellects the simple fact that when employment and income are high, business 
is that it is profitable to spend large amounts for expansion. With respect 
. government deficit, Mr. Sweezy confuses a deficit—which is the bor- 
ing of money—with monetary policy—which governs the creation of 
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5. In speaking of monetary policy under nineteenth century conditions, 


\(r. Sweezy states: “Private investment was highly responsive to changes in 
interest rates.’ With this observation I am in agreement, subject to a 
fication to which Mr. Sweezy, I assume, will not object; namely, that 
soe te investment in the nineteenth century was also responsive to changes 
this 
tual ne character of demand. For example, when the people desired to adjust 
ades [ee tue economy to the technological developments which made railroads pos- 
— ec and profitable, private investment increased even though interest rates 
led to rise. However, Mr. Sweezy implies that the responsiveness of 
rivate investment to changes in interest rates has disappeared in the twen- 
a : century, at least since World War I. To me, the twenties and thirties 
the B seem to be a typical example of the joint responsiveness of investment to 
' inges in the character of demand and in interest rates. In the middle 
‘nlies we were adjusting our economy to the advent of the automobile 
d investment was large even though interest rates were high relative to 
Previous decades, but as the extraordinary demand for durable 
sea » soods receded interest rates tended to drop toward the lower level at the 
in inning of the century. From the spring of 1922 to the beginning of 1928 
an he average of Moody’s corporate bond yields and of bank rates on commer- 
“ible ‘ai loans in principal cities dropped approximately 1 per cent, or nearly 
ogee ne-fifth. But in 1928 and 1929 the interest rate, judged by the same data, 
rd of was pushed up and with some irregularity remained up until after the 
banking holiday. The great shrinkage in investment in the early thirties was 
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an especially striking case of the nineteenth century type of response ty 
interest rates which were abnormally high in view of the character of de. 
velopments in the economy. 

6. In summarizing his paper, Mr. Sweezy referred to the demand fo; 
cash balances in such a way as to imply that the quantity of money in the 
economy, or the money supply held by the people and enterprises of the 
nation, is influenced primarily by forces operating on demand. This as. 
sumption ignores the nature of the money-creating industry, which is such 
as to give predominant influence to the conditions of supply. 

7. In his closing remarks on monetary policy, Mr. Sweezy says: “The 
chief function of monetary policy will be to keep interest rates low.” This 
statement appears to identify monetary policy with interest rate policy, 
and as I see the problem involves a thoroughgoing misconception of the 
fundamental character of monetary policy and of its relation to interest 
rates. Monetary policy, as I view it, should be directly concerned with the 
nation’s circulating medium, and should aim to provide an adequate but 
not excessive quantity of money for the use of business in acquiring labor 
and materials, for use by the people of the nation in purchasing the output 
of the nation’s industries, and for individuals and business to hold for future 
contingencies. If this aim is achieved, savings, investment, and interest 
rates can mutually adjust themselves through the loan and capital flotation 
markets, provided those markets are reasonably well organized. 

8. Mr. Sweezy states, in his final paragraph, that “the best fiscal policy in 
the world will not assure us stable full employment unless we also have a 
reasonable degree of stability in the price and cost structure.” He asks the 
questions: ‘‘What are the chances that such stability will come of itself?” 
and ‘What kind of controls can we devise if it does not?” leaving the 
answers to the next speaker. Since monetary policy is Mr. Sweezy’s subject, 
this treatment of the problem of price and cost stability involves an as 
sumption that such stability has relatively little to do with monetary policy. 
This seems to me, both on the basis of economic theory and factual evidence, 
erroneous. On the contrary, the basic function of monetary policy is to 
determine and to maintain at a fair degree of stability the equilibrium 
center of the price system. Unless such stability is achieved, there is no 
possibility of stability in the price and cost structure. 

Because of these assumptions Mr. Sweezy, I think, has missed the impor 
tant factual and theoretical relationships of monetary policy to the problem 
of full employment, both in the past and in the postwar period. Since these 
relationships are of crucial significance for economic policy in the in- 
mediate future and in the years to come, I would like to add a few comments 
on them. 

The private spending to which Mr. Sweezy refers represents the use 0! 
money by the people of the nation. It is therefore important to analyze the 
data in cases in the past when private spending slumped (as at the end 0! 
the twenties) to see whether the change in the rate of spending reflected a 
change in habits of use of money or a change in the quantity of money aval 
able in the economy. The data for the period of transition from the pros 


5 
I 
| 
| 
( 
t 
+ 
t 
H 
§ 
| 
t 
n 
7 
i 
ie 
If, 
me 
of 
TT 
me 
Ol 


to 
of de. 


id for 
in the 
of the 
is as- 
Such 


“The 
This 
olicy, 
of the 
terest 
th the 
‘e but 
labor 
utput 
future 
terest 
tation 


licy in 
ave a 
ks the 
self?” 
the 
bject, 
un as 
volicy. 
dence, 
is to 
brium 
is no 


mpor- 
oblem 
these 
e im- 
ments 


use ol 
ze the 
end of 
cted 4 
avall- 


pros 


THE PROBLEM OF “FULL EMPLOYMENT’’—DISCUSSION 329 


perity of the mid- twenties to the great depression of the early thirties pro- 
vides factual evidence, which appears to have been overlooked by the 
Keynesians, of the predominant importance of a maladjusted supply of 

noney rather than of maladjusted savings and investment relationships. 

[he latter, in the absence of the former, would have been reflected in a slow- 
ing down of the rate of use of money. The data show that the depression 
drop in the circular velocity of money lagged significantly behind monetary 
deficiency. 

[he data for the period since the close of World War I which I have 
examined supports the theory of the price level and of business fluctuations 
developed prior to World War I and abandoned by the Keynesians without 
factual investigation; namely, (a) that changes in the level of prices of the 

tput of the economy depend dominantly upon changes in the quantity of 
the circulating medium relative to the productive capacity of the nation and 
trends in habits of use of money, and (b) that in a private enterprise econ- 
omy the absence of reasonably full employment on the one hand and 
the occurrence of inflationary prices on the other are primarily due, re- 
spectively, to monetary deficiency and to excessive monetary expan- 
sion. 

™ hen monetary policy causes monetary deficiency, as it did at the end of 
the twenties and in the early thirties, that deficiency produces artificially 
high interest rates and the responsiveness of investment to those rates makes 
the v vale me of investment shrink to abnormally low levels. When monetary 
policy operates in the reverse direction and produces an excessive rate of 
monetary expansion, the resulting artificially low rates of interest may 
generate economically undesirable types of investment to the detriment of 
the production of goods and services desired for consumption. This view of 
the problem does not mean a belief that postwar interest rates, with proper 

monetary policy, should or will rise. What it does imply is that prosperity 
without inflation requires a monetary policy which does not interfere with 
a reasonable volume of investment by pulling interest rates out of adjust- 
ment with the basic conditions of the economy. 

So long as we continue the highly excessive rate of monetary expansion of 
the past two years, its inevitable repercussions upon prices and upon costs 

ill keep them in constant turmoil relative to each other and thus make 
settlement of labor unrest and achievement of business stability impossible. 
lf, on the other hand, we repeat World War I postwar policy, and after the 
final war loan suddenly reverse the policy of expansion and institute a 
policy of contraction, we will again produce a price collapse and business 
aepression. 

A reasonable course in monetary policy—avoiding excessive expansion 
on the one hand and deficiency on the other—is the indispensable condition 


for maintenance of private spending at a rate sufficient to absorb the output 
of the economy and at the same time to avoid the injustices and dis- 
turbances of inflation. Monetary policy, instead of being a subsidiary ele- 
ment in a set of policies designed for economic stabilization at a high level 


ol employment, is of paramount importance. 
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ABBA P. LERNER: I do not believe one can approach the problem of em- 
ployment by regarding wage policy as a means of implementing an employ. 
ment policy. In agreeing to discuss the question as stated, Professor Slichter 
found himself caught by the implication that in some way or other wage 
policy is important for employment. Professor Slichter’s inability to distil 
any significant conclusions out of his analysis and the repeated inconclusive 
balancing of arguments “‘on the one hand and on the other hand” may have 
seemed disappointing to some listeners. But this disappointment is due only 
to the impropriety of the question’s implications. The same analysis would 
have appeared to yield a definite negative answer if the question had been 
asked whether or not it is fruitful to approach the problem of employment 
from the angle of wage policy instead of assuming this to be the case. 

It will be noted that I have taken the further liberty of formulating the 
question as concerned with wage policy and not with wage-price policy. This 
was also assumed by Professor Slichter, although for him the difference 
is not as crucial as it is from my point of view. In any case what he discussed 
was the effect of decisions affecting money wages. This was inevitable be- 
cause the real decisions are about money wages. What effect a change in 
money wages would have on the wage-price relationship—and indeed most 
importantly whether it would have any such effect at all—is part of the 
answer and should not be prejudged by incorporation in the question. 

What can we say about the effect of a general increase in money wages on 
the volume of employment? Professor Slichter begins by dismissing the 
view that a general rise in money wages would result in a proportionate rise 
in the prices of the products. He says that this view “presupposes that wage 
increases (1) either reduce the demand for cash balances (or their equiva- 
lent) or (2) increase the supply of money or (3) do enough of each so that 
expenditures rise exactly in proportion to the rise in wages.” He declares 
that certainly there is no reason for supposing that any of these things 
would happen, and that particularly gratuitous is the assumption that a 
change in costs would produce precisely the change in expenditures needed 
to keep cost-price relationships (and thus the volume of employment) un- 
changed. 

The plausibility of Professor Slichter’s objections depends on treating 
these conditions as if they were independent outside influences which good 
fortune must bring on the scene at just the right time and in just the right 
measure. If the argument depended on such a glorious coincidence it cer- 
tainly would be very foolish. But this is not the nature of the argument 
concerned. When marginal costs are raised not only in a single manv- 
facturer’s plant but in that of all his competitors as well as in the factories 
of all the industries producing competitive products, only a price rise in tle 
same proportion as the cost rise is capable of restoring equilibrium as long «& 
there is the same propensity to consume and the same real inducement to 
invest. And in this equilibrium there will also be the same volume of en 
ployment. As long as prices have risen less than wages, marginal revenue 
will be lower than before in relation to marginal cost and every firm wil 
want to raise its price. It will not be deterred from this by fear of losing 
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sales, because it will want to reduce sales for maximizing its profit even if 
this did not raise the price of its product. And as long as employment is less 
than before, the community will want to save less than is being invested, 
the difference showing itself in unintended savings by business out of un- 
expected profits. This will generate expansion until the previous equilibrium 
volume of employment is restored and income has risen to the level where 
the amount society wants to save no longer falls short of the volume of in- 
vestment and profits are back to normal. 

It is true that in the new situation the total level of money expenditures 
in connection with the normal operation of the economy will be greater; so 
that unless people can manage to carry on their business at the higher price 
‘evel without increasing their nominal cash balances the cash balances will 
have to be increased. This is the meaning of the three conditions stipulated 
by Professor Slichter. But no tremendous coincidence is to be seen in people 
having a sufficiently generous supply of money to be able to manage to carry 
out the same number of transactions even at a higher price level, or in the 
banks having sufficient excess reserves to be willing to supply any extra 
money that might be needed because of the higher price level. This would of 
course mean an increase in the velocity of circulation or in the amount of 
money just the right degree. But that would be the result not of coincidence 
but of adjustment to the changed conditions. No miracle is involved in an 
adjustment approximating the degree that people try to bring it about. 

But this is not the basic answer to Professor Slichter’s dismissal of the 
Keynesian thesis. For it is perfectly possible that there would not be enough 
slack in either individuals’ cash balances or in the banks’ excess reserves. 
But in that case the unemployment that Professor Slichter sees as a result 
of the increased wage rate would come about because there is a deficiency 
in the amount of money. This deficiency would show itself in the form of 
higher rates of interest, and the unemployment would come about to the 
degree that the higher rate of interest induces consumers to reduce their 
consumption and investors to reduce their rate of investment. In that case 
the whole difficulty could be avoided very simply by the authorities creating 
the additional money needed. This it would do unless it believed that the 
unemployment was preferable to the increase in the amount of money. 

ven if the authorities should choose unemployment, the unemployment 
vould not be because of a rise in the wage-price ratio. It would be because 
of an inadequacy of demand in the new conditions. The trouble here is 
largely traceable to J. M. Keynes’s assumption, in The General Theory of 
Employment Interest and Money, that the wage-price ratio will fall with 
increasing employment because of diminishing returns. This was not at all 
essential to the theory of the determination of the volume of employment, 
and Keynes incorporated it only because it happened to be lying around in 
the classical theory of Marshall (and Marx) and he had no quarrel with it. 
Statistical studies by Dunlop and others have shown that the principle of 
diminishing returns is not directly applicable to this question because 
possible variations in the degree of monopoly complicate the picture. At the 
present moment the direction of correlation between the wage-price ratio 
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and the volume of employment is not free from doubt, and it is best to 
leave the whole matter out of the theory of employment in which it never 
played an essential part. Professor Slichter seems to have been misled, by 
Keynes’s polite nod of recognition to the principle of diminishing returns, 
into supposing that the volume of employment is necessarily a diminishing 
function of the wage-price ratio—that any increase in employment can come 
about only at the cost of a fall in the real wage; and conversely that any in- 
crease in the real wage involves a corresponding fall in the volume of em- 
ployment. 

Professor Slichter thus finds himself analyzing the effects of a rise in 
wages on the volume of employment on the assumption that prices remain 
unchanged. Any increase in the wage is then an increase in the wage-price 
ratio and wage policy really becomes wage-price policy. The rest of Professor 
Slichter’s analysis follows this line. He considers the effect of the redistribu- 
tion of real income from capitalists to workers in order to see what would be 
the effect on the volume of demand and so on the volume of employment. 
The shift of real income from capitalists whose profit margins are cut to 
workers whose real income is increased tends to increase aggregate demand, 
and the fall in the marginal efficiency of investment because of the reduced 
profit margin tends to reduce aggregate demand. Professor Slichter cogently 
points out that there is no reason for assuming these two forces to cance! 
each other exactly, and believes this to be another refutation of the Key- 
nesian thesis that there is no change in the volume of employment from a 
change in the wage rate. He goes on to argue, most convincingly, that the 
decrease in investment is likely to be much larger than the increase in con- 
sumption so that the net effect will be a reduction in employment. 

But all this analysis rests on Professor Slichter’s assumption that prices 
do not rise as much as wages. If it is to be applicable to the real world there 
must be a real force, more effective than Professor Slichter’s assumption, 
which keeps price from rising proportionately to wages. 

An inadequacy in the stock of money might possibly have this effect if 
the authorities failed to provide the liquidity necessary to maintain em- 
ployment and if at the same time the effects of diminishing returns were 
significant and not offset by changes in the degree of monopoly. But the 
only way in which this condition could be brought about with the certainty 
that Professor Slichter accepts it would be by the government intervening 
to impose price ceilings which were effectively administered and not evaded 
by black-market operations. 

In this kind of society Professor Slichter’s analysis would be valid. An 
increase in wages, by diminishing the profitability of investment, would 
decrease employment unless this was offset by the increased demand by 
workers out of their greater real incomes. It is most probable that the former 
would be a much stronger influence than the latter; so that the net effect 
of increasing wages would be to diminish employment. 

Professor Slichter, believing that the argument applies to an actual world 
in which prices are free to adjust themselves to the market, feels it necessary 
to give additional reasons for supposing the adverse effect on investment to 
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be greater than the favorable effect on consumption. To do this he shows 
that if the consumption function would shift more than the investment 
function when money wages were changed we would have an unstable 
economy. Any increase in wages would lead to an increase in aggregate de- 
mand which would lead to a further increase in wages, while any reduction 
in wages would lead toa contraction in demand and employment and so to 
. further decline in wages. The economy would be much more explosive than 
t is actually found to be in real life. This is supposed to prove that the in- 
vestment function is more responsive to wage movements than the con- 
sumption function. 

In fact this does not prove the hypothesis (even though it is a very 
plausible one) because we do not live in a world in which prices are kept 
down by law. The actual stability which we observe is due not to the rela- 
tive movements of these functions in response to wage changes but to the 
eflects of movements along the functions from changes in the volume of 
employment. Professor Slichter seems to leave out altogether the move- 
ments along the curves which result not from any redistribution between 
capitalists and workers but from a change in the volume of employment. An 
ncrease in employment results in an increase in investment less than the 

crease in the amount the society wants to save. This results in losses 

which reduce the amount actually saved to the amount actually invested. 
lhe losses pull the economy back towards the equilibrium level of employ- 
ment. 
Ve have relative stability because the saving function has a greater slope 
than the investment function. The observed stability has nothing to do with 
the degree to which the functions themselves would move in response to 
changes in the rate of money wages. 

‘he rest of Professor Slichter’s paper consists of much more general dis- 
cussions and shows the inconclusiveness which is inherent in the approach. 
He says, ‘“The fact that technological progress during the last hundred years 

s meant higher wages to a far greater extent than lower prices indicates 

t the wage level in the long run adjusts itself to the price level more than 

e price level adjusts itself to the wage level.”” But this does not seem to be 

meaningful distinction. Indeed it would appear to me slightly more reason- 
ble to derive the opposite formulation from the same fact. Professor 
Slichter’s margin effect and timing effect are very convenient, short expres- 

ns and he is quite right in saying there is no reason why timing effects 
should just offset margin effects so as to prevent business fluctuations. One 
could go further and ask why they should tend to offset each other at all 
rather than reinforce each other. The trouble with such concepts is that 
they are too powerful. They permit one to describe what happens in the 
course of the business cycle while under the illusion that one is explaining it. 
Business cycle literature is only too full of such descriptions masquerading 

nalyses. 

One gets a similar impression from the discussion of the effects of strong 

le unions on the structure of wages. It is argued that they will tend to 
diminish the differential between wage rates in different regions and that 
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this will diminish efficiency by discouraging geographical movement. On the 
other hand, when trade unions have the opposite effect and “‘increase the 
spread between urban and agricultural income,” this will again lead to in- 
efficiency because “the disparity limits the expansion of urban industries 
and therefore their capacity to absorb the surplus population originating 
on the farms.” This is very much like trying to have the argument both 
ways. It would be equally plausible to reverse the emphasis, stressing the 
effectiveness of low differentials in encouraging expansion where efficiency 
is greater and stressing the effectiveness of high differentials in encouraging 
the mobility of labor to the high efficiency areas. Such a reversed argument 
would of course be equally invalid. 

Professor Slichter is reduced to such extremities only by the unfortunate 
implications of the original question. The question should be, “What wil! 
be the effect of full employment policies on the rate of wages?” Or perhaps 
better still, “What are the implications for employment policy of strong 
trade union pressures for higher wages?’’ Answers to these questions would 
then reflect one’s attitude to employment policy. They would depend on 
whether, like Pierson and Sweezy, one was for an all-out, full employment 
policy or whether, like Hart, one has moved into a position of skepticism as 
to the possibility of establishing quasi-automatic, flexible, compensatory 
devices on the rate of aggregate spending, or whether, like Professor Slichter, 
one has practically thrown up the sponge and accepted cyclical fluctuations 
in aggregate spending almost as natural laws. 

My own answer to the main question is, briefly, that in general a rise in 
wages by itself would have no general effect on employment but would bring 
with it a general rise in prices. The authorities can prevent the rise in prices 
only by bringing about a decline in employment. They can do this directly 
by establishing effective ceilings on prices. The result would be to reduce 
employment and income to the level where the rate of saving is no greater 
than the rate of investment still profitable with the new wage-price ratio. 
Even a small general increase in wages could completely destroy the econ- 
omy because of the great disinvestment it might call forth in every firm 
which found its current business made unprofitable by the increased cost 
which could not be shifted onto higher prices. 

The authorities can bring about the same result indirectly by failing to 
provide the increased money (cash or bank money) that may be needed for 
carrying on business at the higher price level. This would not be quite as 
bad because as the level of economic activity diminished some money would 
be set free to check the further decline by permitting some rise in prices and 
restoring the margin of profit that is necessary for the smaller volume ol 
business to be carried on. If there is considerable slack in the money supp!y, 
prices may be able to rise in proportion to wages, or very near it, without 
any steps by the authorities to increase the amount of money. Any giveD 
wage-price ratio change is just as bad as in the other case. The difference is 
that there will not be such a great change in the wage-price ratio from any 
given increase in wages because there will be some increase in prices too. 

Professor Slichter is absolutely right in pointing out that if, because of 
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competitive trade union pressure, wages rise more rapidly than efficiency, 
we will have either rising prices or serious unemployment. In the past the 
check on this upward pressure has been the large reserve army of unem- 
ployed. Now that we have discovered that unemployment is dispensable, we 
need some other and more reasonable machinery to take over the function 
of stabilizing the general wage level. This is our most important unsolved 
economic problem. 
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POSTWAR LABOR RELATIONS 


PUBLIC POLICY IN LABOR RELATIONS 


By Wit.1AM M. LEISERSON 
Johns Hopkins University 


A few years ago postwar planners were busily engaged in proposing 
and blueprinting model programs of labor relations for use after the 
war. It was a safe bet then that none of the plans would be adopted, and 
in the midst of the present labor turmoil little is heard of the model 
plans for peacetime use. 

What the planners generally overlooked was that postwar labor re- 
lations policies were largely being determined by what we were doing 
in handling our wartime labor problems. During the war the government 
rejected organized labor’s contention that basic straight time wage rates 
must be raised in proportion to the rise in cost of living, in order to 
maintain the wage earner’s relative prewar position. Instead, take-home 
earnings, increased by overtime and premium pay, were adopted as the 
measure of labor’s relative position. It is hardly surprising, therefore, 
that the unions should now be demanding wage increases to maintain 
weekly take-home earnings rather than adjustments in basic rates of 
pay on the grounds they had customarily advanced. 

Thus did the government’s wage policy during the war create the 
issue which labor and management are now fighting out in the big 
strikes over wages. Similarly, the wartime policy of government fixing 
of the terms of employment led to the present so-called “fact-finding” 
boards and the proposal that such boards be authorized by Congress 
with a thirty-day period during which strikes are prohibited. These 
government boards will in effect be determining wages and working con- 
ditions, although the form will be recommendations rather than direc- 
tive orders. When the board in the General Motors case recommended 
193 cents and renewal of a maintenance of membership contract, it 
determined about what will be done in most industries. 

Actually the government wanted to get out of the business of wage- 
fixing and to restore collective bargaining. But because it did not plan 
ahead for the transition from war to peace, we are now in the midst of 
the familiar “labor crisis” which usually foreshadows improvisation of 
a new “labor policy.” This crisis was precipitated by the sudden lifting 
of wage controls after V-J Day. An executive order authorized free 
bargaining about wages provided no price increases would result from 
such action. As one labor paper put it: “You can have it, if you can 
get it—out of profits.”” Naturally, the unions are contending that their 
wage demands can be met without raising prices, and they are striking 
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or threatening to strike for the higher wages. It is plain from official 
statements that the government wants wages raised. How much is the 
question. The answer is being sought in the current turmoil of industrial 
strife and shutdowns. 

By authorizing free collective bargaining with the limitation that it 
shall not result in price increases, the government attempted to allow 
wages to rise while fighting the battle against inflation by controlling 
prices. At the same time it sought to prevent deflationary tendencies 
involved in wage reductions and down grading of workers by making 
these subject to approval by stabilization authorities. This was far from 
complete relinquishment of control over wages, but apparently the idea 
was that genuine collective bargaining could be restored by thus modi- 
fying the wage control method. When the outbreak of strikes followed, 
it soon became evident that the transition from the compulsory labor 
policies of the war to voluntary adjustment of labor relations was not 
+o be made so easily. Employers began demanding that the government 
establish a definite wage-price policy to enable them to bargain, and the 
unions (especially C.I.0.) also urged government action to determine 
the wage issue. 

In a recent report to the members of the Auto Workers Union, the 
International Secretary of that organization summarized the situation 
in the following words: , 


President Truman has said that wages should be raised and that with few exceptions the 

ncrease should be paid out of profits. He wants labor and management to settle the actual 

t of the increase through collective bargaining. . . . Labor wants increased wages with- 

y price increases. Industry says no. Because of this, government cannot deny a certain 

ponsibility toward seeing they [wages and living costs] are brought closer together. ... 
lhe government should be firm and unyielding. 


Thus are both management and labor pressing the government for 
what is in effect a continuation of the wartime policy of government 
wage-setting; and the pressure of general public opinion is in the same 
direction. If a recent Gallup poll is to be believed, majority sentiment 
iavors forcing strikers back to work and compelling arbitration. Never- 
theless, we know that employer and worker representatives on the War 
Labor Board wanted its control of wages ended so that free collective 
bargaining could be resumed, and the government was anxious to get 
rid of the Board for the same reason. 

Something like this contradiction between the policy we chose to 
pursue and what we ended up with also happened during the war. It 
will be recalled that the War Labor Program did not start out to be a 
compulsory program with the government fixing details of the labor 
bargain. The pledge not to strike or lockout was made and the War 
Labor Board was established by agreement of representatives of labor 
and industry. This voluntary method, after the manner of collective 
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bargaining, was proposed and accepted as a substitute for compulsory 
legislation passed by the House of Representatives and pending in the 
Senate toward the end of 1941. The compulsory bill was dropped and 
the War Labor Program was launched shortly after Pearl Harbor as g 
voluntary method of agreeing on terms of employment in line with the 
collective bargaining policy of the National Labor Relations Act. By 
1943, however, the War Labor Board had the power and the duty to 
“provide by order the wages and hours and all other terms and condi- 
tions (customarily included in collective bargaining agreements) goy- 
erning the relations of the parties” to labor disputes. President Roosevelt 
vetoed the Smith-Connally Act which authorized this, but public 
opinion made it the law. 

Do such developments as these mean that we must look forward to 
some form of compulsory arbitration to determine major provisions of 
union agreements? There are many who think so. A common view is 
that when powerful and well-financed national labor organizations are 
pitted in bargaining against great industrial corporations, the inevitable 
result is either industrial war or collusion against the consuming public; 
and, however reluctant the government may be to decide the issues, 
public opinion will force it to do so. That the current trend is in this 
direction can hardly be denied. But whether it is more or less inevitable, 
whether there is no other choice, may well be doubted. 

An examination of what we have been doing about our labor relations 
during the last decade will reveal, I think, that our labor troubles are 
more largely due to what the government has done, or left undone, to 
meet crucial industrial situations, than to the power of the unions or the 
process of collective bargaining. It must not be forgotten that in 1944 
while the war was at its height the number of strikes was the greatest 
on record despite the antistrike provisions and the compulsions of the 
Smith-Connally Act. Time lost by strikes was relatively low, and it is 
significant that this was largely due to the fact that most of the strikes 
were unauthorized, that the unions continued to honor their voluntary 
no-strike pledge and helped to get strikers back to work quickly. The 
current labor wars make plain that the record of increasing strikes after 
the compulsory arbitration law was passed in 1943 was mild compared 
with what it might have been if the unions had not felt bound by their 
pledge, and what it is likely to be if government control of the labor 
contract is continued as a peacetime policy. 

When Congress adopted the Wagner Labor Relations Act in 1935, i! 
laid the foundation for a national labor policy that was at once a wage 
policy and a policy of governing labor relations. It chose to avoid 
government setting of rates of pay and other details of working con- 
tracts. It sought instead to equalize bargaining power between indus- 
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trial managements and their labor forces, and leave them free to agree 
on terms by the process of collective bargaining. The statute compels 
such bargaining but it does not compel agreement. Congress recognized 
that individual bargaining meant, in effect, management dictation of 
terms of employment. By eliminating employers’ unfair labor practices 
it tried to establish what the law refers to as “actual liberty of contract,” 
and thus avoid also dictation by government officials. Wages and work- 
ing rules would be determined by collective agreement and mutual con- 
sent. 

This policy was adopted not only because equality in bargaining and 
freedom to organize were desirable ends in themselves, but also be- 
cause the public interest in industrial peace and justice in labor relations 
would be furthered by such a policy. This is made plain in section 1 of 
the Act which recites that the practice of collective bargaining is neces- 
sary for the following among other reasons: (1) to remove “certain 
recognized sources of industrial strife and unrest”’; (2) to stabilize com- 
petitive wage rates and working conditions between and within indus- 
tries; (3) to secure “friendly adjustment of industrial disputes arising 
out of differences as to wages, hours, and working conditions.” 

Obviously the Labor Relations Act, after it met the test of constitu- 
tionality in 1937, did accomplish its immediate aims quite successfully. 

Labor organizations and union membership multiplied, and the prac- 
tice of collective bargaining was extended to all the major industries of the 
country. But why have not the larger ends of reduction of industrial 
strife and amicable adjustment of labor-management differences been 
achieved? A clue to the answer may be found in the fact that the first 
part of the labor relations policy was implemented with an administra- 
tive organization to produce the desired results, while the second was 
leit to chance. No effective administrative machinery was provided to 
promote and to aid in maintaining industrial peace. 

The Act merely laid the foundation for a sound labor relations policy. 
It did not build the superstructure that is necessary to achieve peaceful 
adjustment of labor controversies and to prevent industrial warfare. It 
removed the obstructions to labor organization and collective bargain- 
ing that employers had built. Insofar as these were the cause of labor 
strife it provided a method of settling them peacefully by legal proced- 
ures to eliminate unfair practices. It also established election machinery 
ior determining by secret ballot disputes as to who is the true representa- 
tive of the employees for collective bargaining purposes. Although it 
did not restrict the right to strike, the number arising out of these types 
of labor controversies has become relatively small, and they now rarely 
become matters of public concern. 

But strikes for other reasons have greatly increased. When new agree- 
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ments are to be made, and also when disputes arise about the meaning an 
of contracts that are in effect, collective bargaining often ends in dis- fin 
agreement. It might have been anticipated that the growth of unionism | 
and extension of collective contracting which the Labor Relations Act rec 
was to bring about would require greatly expanded facilities for govern- for 
ment intervention in labor disputes, and that appropriate methods, me 
machinery, and an administrative organization would be needed to in- the 
duce and assist in continuing peaceful negotiations until all effective the 
means of reaching voluntary agreement have been exhausted. The Act, rul 
however, did not deal with the eventuality of collective bargaining end- me 
ing in disagreement. Congress made no other provision for it, and the mo 
government merely announced that the Conciliation Service of the of | 
Department of Labor would handle such disputes. put 
Apparently then Congress did provide ten years ago a fairly definite agr 
and comprehensive labor relations policy based on free collective con- ) 
tracting and designed to maintain industrial peace and order. But it of |] 
neglected to implement the latter part of this policy, and as a result of to s 
this neglect a pattern of strike eruptions and labor crises developed, of | 
each bringing some hastily improvised, so-called “labor policy.” This acti 
may explain why we hear again and again that the government needs locl 
a definite labor policy, that the lack of such a policy is responsible for dec 
the increasing labor strife in recent years. Public opinion, always undis- was 
criminating as to details, blames the Labor Relations Act and its this 
fostering of unions and collective bargaining rather than the lack of the whi 
necessary machinery to make its labor peace policy work. tive 
Every period of rising prices or increasing employment opportunities mal 
brings an increase in labor disputes. The same is usually true at the atio 
beginning of a period of declining prices when employers try to reduce T 
wages or other established labor standards. This is to be expected, for itsel 
tensions are bound to develop whenever important readjustments in and 
labor relations have to be made. But there is no compelling reason for the 
having a great increase in strikes every time disputes increase. The fact pres 
that strikes parallel the movement of labor disputes merely shows that the 
there is no effective machinery for settling disputes before they break Atte 
out in strikes. the 
When the National Defense Program got under way in 1939 and cisio 
work-time lost by strikes doubled over the preceding year, a labor gove 
Division was set up in the Office of Production Management to mediate to al 
labor disputes, largely duplicating the work of the United States Con- the 1 
ciliation Service. By 1941 when the number of strikes and workers in- work 
volved doubled over the year 1939, another new agency was created by situa 
executive order—the National Defense Mediation Board—but the other Tc 
two were still continued. This Board, despite its name, also arbitrated the r 
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and made decisions in the form of recommendations much like a fact- 
finding board. 

It was the Defense Mediation Board that made the original decision 
recommending that a shipbuilding company agree to include a provision 
for maintenance of union membership in a collective bargaining agree- 
ment. When the company refused to accept the recommendation and 
the prestige of the Board was threatened, the government took over 
the operations of the company. Later in the same year when the Board 
ruled against a closed shop in the captive coal mines, its dissenting 
members representing the C.I.O. resigned, and that ended the seven 
months’ hectic existence of the Defense Mediation Board. Then the head 
of the Conciliation Service took a leave of absence to arbitrate the dis- 
pute, and he decided in favor of the closed shop, both parties having 
agreed to abide by his award. 

Meanwhile widespread strikes aroused the country, and the House 
of Representatives passed by a huge majority a bill to restrict the right 
to strike and to regulate unions. As already indicated, a joint conference 
of labor and management representatives was convened to head off 
action on this bill in the Senate. A wartime policy of no strikes and no 
lockouts was agreed to with a board to be appointed by the President to 
decide disputes, and shortly after Pearl Harbor the War Labor Board 
was created. Unlike a similar conference during the first World War, 
this one did not agree on a set of principles and policies on the basis of 
which the Board should adjudicate the cases presented to it. The execu- 
tive order establishing the War Labor Board merely authorized it to 
make final determinations in labor disputes after efforts of the Concili- 
ation Service to settle them by mediation failed. 

This made clear that the new Board was to arbitrate and not confine 
itself to recommendations, but whether the awards would be compulsory 
and enforceable or compliance would be merely a moral obligation like 
the pledge not to strike or lockout was left in doubt. The doubt was 
presumably resolved in 1943 when the Smith-Connally Act authorized 
the board to provide by order the terms of labor contracts; but the 
Attorney General of the United States contended, and the courts upheld 
the view, that there was no legal compulsion to obey the Board’s de- 
cisions. The awards were held to be merely advisory, and although the 
government took over industries if either management or unions refused 
to abide by them, this was done under the authority it had to protect 
the war program. No doubt this was a sound legal distinction, but to 
workers and employers it meant compulsion either way. And the strike 
situation continued to get worse after 1943. 

To the War Labor Board’s duties of arbitrating disputes was added 
the responsibility of administering the wage stabilization program. This 
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required Board approval of wage changes to make sure that increases 
beyond the standards set in the stabilization orders were not granted. 
Thus workers who brought disputes to the Board could have their wages 
raised to the amount allowable under the Little Steel Formula or to 
correct substandard rates of pay. In addition, employers who desired 
to raise wages of their employees could petition the Board for approval 
of similar adjustments. But if employers did not petition and their 
employees did not create a dispute referable to the Board, the employees 
had no way of getting approval of allowable wage adjustments. 

This had two effects. It stimulated labor disputes, and it left those 
workers who did not or could not contest their employer’s refusal to 
petition for approval of wage adjustments without the benefits of the 
stabilization policy. This made it possible for a high official of the 
government to take to the radio and defend the Little Steel Formula 
against efforts of unions to have it revised upward by pointing out that 
many employees, especially unorganized white collar employees, had 
not even had their wages raised up to the 15 per cent that the formula 
allowed. 

Under these conditions, the frequent and urgent attempts of the War 
Labor Board to induce labor and management to settle more of their 
differences by collective bargaining proved futile. When some of them 
did agree, it was often necessary to set aside or modify the agreements 
because they did not conform to the stabilization policy. Combining 
the functions of wage stabilization and settlement of labor disputes in 
one Board all but eliminated free collective bargaining, although the 
two functions did not necessarily have to be so combined. 

But we drifted into the policy of combining dispute settlement with 
stabilization just as we did into compulsory government arbitration 
because we had built no organization with appropriate administrative 
organs to achieve the ends of reduced industrial strife and amicable 
labor adjustments for which the Labor Relations Act laid the basis. 
Our present state of industrial war is largely due to government efforts 
to impose terms of employment while it attempts at the same time to 
encourage the practice of collective bargaining. 

The fact that new national boards have to be called into existence 
whenever serious labor disputes arise and the fact that the President 
himself must from time to time become involved in mediating and 
arbitrating the controversies, make clearly evident the need for 4 
permanent organization to make the national collective bargaining 
policy work to the ends of industrial peace, as it was intended to do. In 
the Railway Labor Act Congress did provide the organization and 
machinery necessary to accomplish this purpose when it made collective 
bargaining the official policy by legally protecting workers’ organizing 


344 AMERICAN ECONOMIC ASSOCIATION 


indt 
agel 


unne 


be p 
or 
at ti 
adeq 
wart: 
tion | 
is bu 
mutu 
volve 
neith 
any 
their 

Bu 
broug 
worth 
are fr 
bring 
selves 
or me 
pass jt 
useful 


other. 


This 
ment | 
organi: 
the pal 
arbitra 
either | 
mendec 
tion of 
agreem 


The 


nd 
and 
-+ 
ict 
inte 
| 


POSTWAR LABOR RELATIONS 343 


and bargaining rights. The result has been that since 1926, when the 
Act was adopted, rail transportation has continued with only minor 
interruptions through all the years when other industries were settling 
their labor disputes by industrial wars. 

[he detailed provisions of the Railway Act are not applicable to all 
industries, but its principles and methods and its organization of 
agencies for settling various types of labor disputes so as to make strikes 

necessary are essential to any systematic plan for avoiding labor war- 
‘are by providing peaceful methods of adjustment. 

(he basic principle is that main reliance for maintaining peace must 
be placed on mediation, not on arbitration or so-called “fact-finding” 
or other devices that are sometimes used. All these are valuable aids 
at times as supplementary measures, but if the mediation system is not 

juate to settle peacefully the vast majority of disputes, industrial 
wariare will remain a serious problem. Without such a system, arbitra- 
tion and the other methods can do little to prevent strikes. Mediation 
is but a continuation of free collective bargaining with the aid of a 
mutual friend of both parties. Arbitration and the other methods in- 
volve passing judgment on the merits of issues in controversy, and 
neither management nor labor wants this done by the government or 
any other third party if a test of strength is likely to resolve the issues in 
their iavor. 

But if some of the issues are settled in mediation and the parties are 
brought closer together on the rest, then what remains may not be 
worth the cost of a strike, and arbitration or recommended decisions 
are frequently welcomed. Mediation proceedings must be directed to 
bring the parties to this state of mind if agreement by the parties them- 

ves cannot be secured. And at this point the duties of the mediator 

r mediation board must end. They must not arbitrate or otherwise 
ass judgment on the issues, for they are likely to destroy their future 

ness as mutual friends by deciding in favor of one party or the 
ther. Arbitration and making decisions are duties to be assigned to 

agencies supplementary to the mediation organization. 

is should make plain another fundamental principle: the govern- 
ment program for peaceful adjustment of labor disagreements must be 
organized as a continuing process, beginning with joint negotiations of 
the parties themselves, passing on to mediation, then to efforts to induce 
arbitration, then either to agreed-upon arbitration procedures or, if 
either party refuses to arbitrate, to public investigations with recom- 
mended decisions. Integrated with this process also must be adjudica- 
tion of disputes arising out of the meaning or application of existing 
agreements. 

The importance of such an organized process cannot be overempha- 
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sized. It differentiates the functions of the various kinds of boards or 
agencies that may be necessary to bring disputes to a peaceful conclu- 
sion, and it provides connecting links at the different places where 
negotiations commonly break off and strikes seem necessary. The links 
make plain that the break is only temporary, that there are more pro- 
cedures ahead for peaceful settlements. 

Labor disputes are not all of a kind, and our failure to settle so many 
of them without strikes is due to the notion that the same kind of a 
board can deal with any dispute. Types of disputes need to be dif- 
ferentiated, and agencies equipped with appropriate methods and 
policies for dealing with each type must be available. The bill now 
pending in Congress to establish fact-finding boards is an example of 
how a device that can be useful toward the end of the process of dealing 
with disputes—and then in emergencies only—is assumed to be capable 
of dealing with any kind of a controversy. Labor strife has often been 
intensified rather than reduced when government agencies have ap- 
plied methods appropriate for one type of dispute to others for which 
they are not suited. 

If a permanent organization is to be established, adequate to main- 
tain industrial peace and reduce strikes to a minimum, it must be built 
around a federal mediation or conciliation board. This must be the 
main agency with primary responsibility to intervene in disputes early 
enough to prevent strikes. It must be the top board just as the War 
Labor Board was during the war. At present the United States Concilia- 
tion Service is a subordinate agency which is not expected to deal with 
major disputes. For these, national figures are called in on temporary 
assignments. They are more or less volunteers to help put out industrial 
conflagrations. Such national figures need to be permanently on the 
mediation board to which the nation can look to prevent the fires, and 
always be prepared to put out quickly those that do occur to keep them 
from spreading. 

Such a board will need a nation-wide organization of regional offices 
with a staff to keep in touch with developing disputes in all parts of the 
country and to conduct mediation proceedings locally. When these fail 
to bring agreement, they would go to supervising mediators and ulti- 
mately to the board members. The board itself and not individual 
mediators would determine when further mediation would be useless 
and when to begin the procedures for inducing the parties to arbitrate. 
If agreements to arbitrate dispose of the dispute, the parties should be 
free to select their own arbitrators but not any of the mediators, al- 
though the board might recommend experienced arbitrators from an 


approved panel. 
In addition to the federal mediation board, a series of adjustment 
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boards will be needed, one in each region and one in Washington to 
decide disputes involving interpretation or application of collective 
bargaining agreements. These should be composed of members nomi- 
nated by management and labor organizations with a neutral chairman. 
(he boards must always be available, although its members need not 
serve on a full-time basis. The same boards may be authorized also to 
arbitrate disputes about new agreements, or changes in agreements, if 
mediation has failed to settle them, and the parties prefer arbitration by 
an adjustment board rather than set up a board of their own. 

lf either party refuses to arbitrate, as it must have the right to do, the 
complainant might feel that the issue is not worth a strike or lockout, 
and the case would end there. But if steps are taken to stop production 
and a strike or lockout is really imminent and would seriously affect the 
public, then and only then the final agency in the process of handling 
disputes comes into play. This is an ad hoc board that may be appointed 
by the chairman of the mediation board or by the Secretary of Labor 
preferably not by the President) to investigate the merits of the con- 
troversy and to make recommendations for a just settlement. 

Such boards have become known as fact-finding boards, but this is a 
misnomer. They are really arbitration boards who hear the parties, 
decide the issues, and publish the facts to support their decisions, but 
these are treated as recommendations, not awards binding on the 
parties. Pressure of public opinion is relied on to secure compliance, a 
process which makes it essential to center public attention on the 
awards and not on the facts, as these might well lead people to draw 
different conclusions from those of the board. Also, unless the number 
of such boards is strictly limited, the many decisions scatter the at- 
tention of the public and the expected pressure does not materialize. 

In order to make all this machinery operate effectively in a continuous 
process, it is necessary that labor and management alike assume certain 
obligations and responsibilities. The way to this is prepared by the 
negative provision in the Labor Relations Act that employers shall not 
reluse to bargain collectively. This needs to be translated into a positive 
duty of employers and managers, workers and unions to exert every 
reasonable effort to make and maintain collective bargaining agree- 
ments and to try in good faith to settle all disputes, whatever their 
nature, in joint conferences of their authorized representatives. In ad- 
dition, there must be the duty to notify the mediation board of pending 
disputes and to participate in the appropriate procedures. And, most 
mportant, is the obligation to maintain the status quo while the machin- 
ery ior peaceful settlement is operating. Management must not change 
any condition out of which a dispute arises, and workers or unions must 
take no action to force such change while conferences are being held and 
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pending the outcome of government efforts at settlement. 

Such obligations immediately raise the question: How will they be 
enforced? It will be noted that the process outlined above and the agen- 
cies involved in its operation require the government to act either as a 
mutual friend or judge. In mediation it is a friend; when it arbitrates 
or recommends decisions, it is a judge. The question is: Shall it also act 
as a policeman in connection with the adjustment of differences about 
wages and other terms of the labor contract? 

There are a number of bills pending in Congress, several of which, if 
combined, would provide the complete machinery for promoting peace- 
ful settlement of disputes as here outlined. But in response to insistent 
demand that a law be passed with teeth in it, most of the bills have 
provisions for government policing of the process of negotiating working 
contracts and settling differences about terms. We tried this with the 
Smith-Connally Act. It restricted the right to strike, provided what is 
alleged to be a cooling off period, authorized damage suits and in some 
cases criminal prosecution. But the result was more labor strife and work 
stoppages, and this in spite of the strong feeling among all elements of 
the population that war production should not be stopped. There is 
ample evidence also in the experience of the countries that have tried 
compulsory arbitration that attempts to enforce by legal suits and 
penalties such obligations as are necessary to make mediation and 
arbitration effective are futile and undesirable. 

Only a more or less complete dictatorship can make that policy work 
As a British public official has well said: “A democratic government 
must be careful not to expose its own impotence.” Better results are 
secured when mediation authorities press and insist upon voluntary as- 
sumption of the obligations necessary to successful operation of the 
agencies for maintaining peace and order in industry. In any statute 
providing such machinery it is well to specify the duties and responsibili- 
ties of the parties in mediation and arbitration proceedings, but they 
need to be treated as moral obligations and not legal compulsions. 

Until we have effectively organized such machinery and see what it 
can accomplish with the government acting only as friend or judge, it 
certainly would be wiser not to complicate labor controversies about the 
terms on which people will work by legal restrictions and penalties. 
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COLLECTIVE BARGAINING IN THE PUBLIC SERVICE 


By JoserH MIRE 
American Federation of State, County, and Municipal Employees 


(he problem of satisfactory employer-employee relations in the public 
service arises at all levels of government. The field is to a large extent 
till unexplored. No attempt has as yet been made to analyze on a broad 
basis the various laws, ordinances, rules, and practices of personnel 
policy in federal, state, and local government which deal with employee 
relations. A wealth of information is waiting to be extricated. 

(his paper confines itself to only one aspect of employee relations; 
namely, to the problem of organized dealings between public officials 
and administrators on the one hand and unions of public employees on 
the other. This question first attracted considerable attention at the 
close of World War I. The great advance of labor organizations in pri- 
vate industry prompted a similar growth of unionization in the public 
service, affecting for the first time not only employees in the skilled 
trades but clerical and administrative personnel of what used to be 
called “governmental service”’ proper. 

[xtensive discussions were then carried on as to the wisdom and 
practicability of employees’ organizations in public administration.’ 

In the intervening period, astonishingly little progress has been made 
in contrast to the stormy and rapid development of labor-management 
co-operation in private industry. The evolution of co-operative policies 
in public employment has been slow and is still looked upon by many 
with great apprehension. Many public officials attach to government 
certain characteristics which—so they claim—call for a personnel policy 
basically different from that in private industry. 

faced with increasing demands for collective bargaining, public 

licials are in a quandary. Some consistently and determinedly oppose 
any attempt of their employees to organize. There are many “pro- 
hibited territories” in federal, state, and local government where public 
employees dare not organize. 

Just a few days ago, on January 21, 1946, the Governor of Virginia 
sent this message to the legislature : 


\ labor union . . . is now attempting to unionize some of the employees of the City of Rich- 

I nd conduct collective bargaining negotiations with the city authorities. Such action is 

mtrary to Virginia’s established public policy. . . . Unionization of the public service 

erts the loyalty, allegiance, and obligations of the employee from the people and their 

ment, which are entitled to them, to the union... . Such an intolerable situation is 

ncompatible with sound and orderly government. It constitutes a threat to state 
gnty.... 


See Congressional Record, 66th Cong., 2nd sess., V. 59, Parts 4 and 5, Mar., 1918; Sterling 

). Spero, The Labor Movement in the Government Industry (New York, 1924); Ordway Tead, 

[rade Unionsim in the Civil Service,’’ The Public, Aug. 24, 1918, pp. 1074-1076; Charles A. 
Beard, “A Governmental Employment Policy,’’ Good Government, Jan., 1919, pp. 11-18. 
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I therefore recommend that the General Assembly adopt a joint resolution declaring union- 
ization of employees of the State or any agency or political subdivision thereof to be contrary 
to and in violation of its public policy, and that it is beyond the power of authority of any 
public officer to recognize or negotiate with any such union or its + eee with respect 
to any matter relating to government employees or their service. 

Other public officials, while not interfering with unionization of their 
employees, refuse firmly to meet and bargain collectively with desig- 
nated representatives of employees. In contrast, a few public adminis. 
trators have gone all the way in collective bargaining up to the point of 
signing closed shop agreements with unions of public employees. 

The present chaos cannot last. The very bigness of government and 
the change in its functions, the growth of unionization, and the eco- 
nomic plight of public employees, as well as the paradox of hierarchic 
autocracy in the administration of a democratic republic, combine to 
press for the application of democratic personnel procedures in the 
public service. 

Government today is like a big corporation composed of a few power- 
ful top officials and a vast number of lesser employees. It has entered 
into every field of social and economic activity, and composition as well 
as outlook of the administrative machinery does not differ greatly from 
the labor force in private employment. Individual bargaining has be- 
come impossible or extremely difficult. Public administrators and 
legislators rely on information supplied to them by personnel bureaus 
and department heads. There is nothing in that process to suggest that 
such information will by necessity be fair, just, and free from prejudice 
and ignorance. 

The economic plight of public employees is serious indeed. Federal 
employees had no change in their basic rates of pay until the adjustment 
made by the Federal Employees Pay Act of 1945 which was the first 
general increase in pay rates of federal employees since passage of the 
Classification Act of 1923. 

State employees have generally fared even worse. Such general ad- 
justments as have been made are frequently limited to one or two years 
or to the duration of the war, without regard for the possibility that the 
cost of living might stay where it is now or rise even further. 

In cities and counties average wage adjustments during the past 
emergency have been considerably less than the adjustments allowed 
in private industry under the Little Steel Formula. 

A great number of public employees receive remuneration far below 
the most modest concept of a living wage. In some jurisdictions they 
are paid less than the minimum which their own department of welfare 
allows for needy families. 

The assumption that in turn for inferior pay public employees enjoy 
greater security is not borne out by facts. A substantial portion of 
public employees are without security in their employment and without 
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protection against old age, accidents, and unemployment. Furthermore, 
even under civil service rules and regulations, arbitrary and discrimina- 
tory dismissals, fines, suspensions without pay or disciplinary transfers 
and promotions are by no means exceptional. 

The government is no model employer. The argument that unioniza- 
tion of public employees is unnecessary because government does not 
work for profit and is, therefore, not interested in exploitation, has been 
thoroughly discredited. Nor is there reason to fear that unions in public 
service will co-operate with public administrators in a policy of re- 
stricted or poor service at high cost to the public. To improve their 
chances for re-election public officials will sometimes compete with the 
most backward employer in order to sell themselves to the voters. 

Assuming then that public employees’ unions have their rightful and 
legitimate place within public administration, it remains to discuss the 
possible boundaries of collective dealing between public administrators 
and unions, and which, if any, of the general objectives and practices of 
labor organizations are undesirable or irreconcilable with the duties and 
erformances of public employees. In industry we have come to recog- 
ize that the right to organize involves: (a) the right of employees to 
argain collectively; (b) the right to exercise economic and political 
ressure; (c) the right to refuse to work with unorganized employees 
closed shop). , 

Each of these rights has been at some time under serious dispute, and 
their present recognition represents the end result of a long evolution in 
the hearts and minds of legislators, the courts, and the public. The road 
we have traveled can best be seen in the changed position of the United 
States Supreme Court. From a rigid protection of the “open shop,” 
which went so far as to declare unconstitutional federal and state legisla- 
tion trying to forbid discharge of workers for union affiliation,’ and to 
outlaw the “yellow dog” contract, respectively,’ the Supreme Court has 
changed to a position where it will protect to the limit the right of 
workers to organize against any attempts of interference by state legis- 

tures or state courts. 

In public employment none of the rights mentioned above is as yet 
beyond dispute. Most important of all, the right to bargain collectively 
has not yet found universal or even major acceptance. Opposition to 
collective bargaining was most forcefully formulated in a report 
published a few years ago by the National Institute of Municipal Law 
Officers. The report, which has found undeserved attention and support 
by public administrators, denies the power of municipalities to bargain 
collectively and to enter into labor union contracts. 

While it is true that the National Labor Relations Act excludes public 


* Adair v. U.S., 208 U.S. 161, 28 Sup. Ct. 277 (1908). 
Coppage v. Kansas, 236 U.S. I, 35 Sup. Ct. 240 (1916). 
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employees from its coverage, the conclusion that collective bargaining 
in public employment is, therefore, illegal is utterly fallacious.‘ The 
NLRA has not legalized collective bargaining. Long before the Act was 
passed, collective bargaining between employers and labor organiza- 
tions had been going on, and the legality of such agreements was never 
doubted. Workers have been able to recover damages under collective 
bargaining contracts as “third party beneficiaries,” and the courts have 
granted injunctions to either employers or unions to compel observance 
of collective agreements.® The purpose of the NLRA was not to legalize 
collective bargaining but to protect it by outlawing certain types of 
unfair labor practices which had assumed serious proportions and which 
were threatening the free flow of commerce. Laws are the expression of 
what Justice Holmes called, “the felt necessities of the time,” and rightly 
or wrongly, Congress saw no need when the NLRA was passed of 
extending similar protection to federal employees.® 

If public agencies should continue to deny to their employees the 
right to organize and to bargain collectively, if public administrators 
continue to run the public service according to an outmoded idea of a 
master-and-servant relationship, demands for legislative actions will 
no doubt become more accentuated.’ 

No less fallacious is the assumption of the Municipal Law Officers’ 
report that municipalities need specific constitutional authority for the 
purpose of collective bargaining. While the relations of local units of 
government to the states are those of subordinates and superiors, 
counties and cities have such powers as are given to them expressly or 
as may be reasonably implied. Were it otherwise, cities and counties 
would immediately have to stop the major part of their day-by-day 
operations for which no specific constitutional provision has been made. 
Every city or county has the right to conclude individual contracts 
to perform its obligations. Public officials may contract the service of 
an entrepreneur for a period of several years, settling both the price 
for material and the price for labor. Or they may make individual 
contracts of employment running over a period of several years. Why 
then should a city or county need specific constitutional authority for 


* Power of Municipalities to Enter into Labor Union Contracts (Washington: Nationa! Insti- 
tute of Municipal Law Officers, 1941), p. 23. 

§ John R. Commons and John B. Andrews, Principles of Labor Legislation (New York: 
Harper & Bros., 1936), footnotes 50, 51, p. 390. 

6 For similar reasons most state labor relations acts have excluded in whole or in part state 
and local government employees. : 

7 The 1945 session of the Illinois Legislature passed Bill S.B. 427, which gave inclusive per- 
mission to the state, public corporations, and all subdivisions of the state to bargain in good 
faith and to enter into collective bargaining agreements with employees’ representatives. 
The bill passed by both houses was vetoed by the governor. Similar bills were introduced but 
not passed: Indiana H-111, Minnesota H-337, New York S-395, Oregon S-56, Utah H-69, and 
Washington H-59. 
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doing collectively—through bargaining with union representatives— 
what it is unquestionably entitled to do in an individual contract of 
employment? Whatever lies in the discretionary power of an adminis- 
trator, whatever a city or county is empowered to do in an individual 
contract of employment, it is entitled to do in a collective agreement.® 
Bargaining collectively does not constitute the exercise of additional 
powers not previously possessed by cities or counties. It binds the 
authority for the duration of the collective agreement no more and no 
less than any individual contract of employment would bind the 
authority if concluded for a certain period of time. 

While the legality of collective bargaining in the public service is 
still being debated, hundreds of units of government are actively 
engaged in it. Collective contracts have been entered into by such 
federal agencies as the War and Navy Departments, the Alaskan 
Railroad, Federal Works Administration, Federal Barge Lines, 
National Labor Relations Board, Maritime Commission, Securities and 
Exchange Commission, National Housing Administration, Reconstruc- 
tion Finance Corporation, and Tennessee Valley Authority. The Bureau 
of Labor Statistics reported in its file in October, 1945, three agreements 
with federal agencies; three contracts signed by state governments; 
forty-nine agreements with municipal governments; seven, with county 
governments; three, with village governments; and one, with the 
governing body of a township. This count is merely a tabulation of 
agreements on file in the Labor Department, and does not constitute 
a complete record of all agreements which exist in the field of public 
employment. One public employees’ union, the American Federation of 
State, County, and Municipal Employees, has in its file 104 collective 
agreements, covering employees in proprietary functions as well as em- 
ployees in governmental functions.°® 

So far, none of the horrible consequences feared and prophesied have 

terialized. In the words of Ziskind, collective bargaining “has caused 
no shaking of the foundations of the state, no diminution of respect for 
law, no dictation by a minority group, no domination by selfish interests. 
On the contrary, there has resulted a sense of responsibility for the 
employment relationship, a reaffirmation of the representative char- 


acter of government, and a belief in the fairness and justice of the 
state,’’!9 


Organized employer-employee relationships culminating in the signing 
of collective contracts are, however, not the only type of collective 


Opinions of the Allorney General (Wisconsin, 1938), Vol. XX VII, p. 32. 

A. . Garey, “Public Employee Union Contracts,’’ Journal of State and Local Government 
Employees, Sept., 1945, pp. 3-4. 
_ David Ziskind, One Thousand Strikes of Government Employees (New York: Columbia 
University Press, 1940), pp. 198-199. 
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bargaining in the public service. Often public administrators will nego- 
tiate an agreement on conditions of work with representatives of or- 
ganized employees but will prefer to incorporate the agreement reached 
in existing laws, rules, or regulations of personnel policies and proce- 
dures. Such an example of collective bargaining is furnished by the state 
of Wisconsin. Since 1943 union representatives from the various jurisdic- 
tions have met quarterly with civil service authorities in joint employer. 
employee conferences. At these meetings any question concerning em- 
ployment conditions and operation of the service is discussed in an 
atmosphere of mutual trust and co-operation. On questions which are 
not for the civil service authorities but for the state legislature to decide 
the conference seeks an understanding with the view of uniform recom- 
mendations to the legislature. Minutes are kept of the decisions reached 
by the conference which constitute what might be called an “informal 
collective agreement.” So far, the civil service authorities have not 
failed to carry out the agreements to the letter. The joint state-wide 
and all-inclusive employer-employee conferences are supplemented by 
joint conferences cn a departmental level—composed of superintendents 
and the director of public welfare and union representatives of all insti- 
tutions—and by labor-management committees in various agencies or 
institutions composed of the immediate departmental head and union 
representatives. An outstanding illustration of the latter type was the 

Wisconsin Civil Service Employees Joint Council established at the 

University of Wisconsin." The constitution worked out jointly by repre- 

sentatives of the University Board of Regents and of the Wisconsin 

State Employees Association, an affiliate of the American Federation oi 

State, County, and Municipal Employees (A.F.L.), lists the following 

functions of the council: 

1. To consider ways and means of improving the service rendered by the 
civil service employees of the university. 

2. To consider methods and measures through which employment con- 
ditions can be improved, and at the same time the efficiency of the 
service increased. 

3. To promote a spirit of co-operation among the several groups of civil 

service employees and between the employing officers, faculty, and 
the employees of the university. 

4. To provide a medium for the exchange of information relating to the 
problems of the staff and those of the employing officers so as to 
bring together the varying experience and different points of view 
of all interested groups. 

5. To draft and recommend for adoption uniform university personnel 
policies with regard to salary increases, promotions, vacations, leaves 

" The council, temporarily suspended by the impact of the war, is now being revived. 
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of absence without pay, sick leaves, seniority, service ratings, in- 

service training, demotions, discharges, reductions in pay, suspen- 

sions, and other matters affecting university personnel. 

5. To secure for the civil service personnel a greater share in and re- 
sponsibility for the determination and observance of the conditions 
under which their duties are carried out. 

_ To make recommendations to the president and other administrative 
officers of the university relating to any of the matters within the 
functions of the council. 

Many other effective policies of organized employer-employee co- 
operation are in force but cannot be gone into in this paper for the lack 
of space. Almost without exception such policies have resulted in 1m- 
provement of employee morale and attitudes of civil service administra- 
tors and other public officials. Increased efficiency of the service in- 
evitably followed. 

Recognition as Sole Bargaining Unit. Special objections have been 
raised (even by public officials who otherwise recognize the legitimacy 
of a public official to enter into labor union contracts) to the recognition 
of a labor organization as the sole bargaining agency for all employees. 
Such recognition has frequently been called unconstitutional because it 
violates “due process” and ‘‘equal protection.”’ This argument overlooks 
two important considerations: (1) recognition of a,union as sole bar- 
gaining agency does not prevent any employee, organized or unorgan- 
ized, from presenting his grievances directly to his superiors; (2) our 
Supreme Court has found no fault with the constitutional legality of 
Section 9 of the National Labor Relations Act, which regulates the 
procedure for the designation of a union as the exclusive representative 
of all the employees. 

Recognition of one union as the sole bargaining agency is beneficial 
to both employers and employees. Its purpose is to prevent difficulties 
which may arise if two or more organizations claim to speak for the 
same group of employees. It eliminates frictions, constant rivalry and 
unrest, and, therefore, contributes to increased efficiency. It has been 
accepted for this reason by the TVA and a few other state and local 
government agencies.’ 

Reeves and David in their recommendations for the President’s 
committee on administrative management favored that such recogni- 
tion be incorporated in a federal employee relationship policy.’ The 
problem is not yet a serious one in view of the small extent of interunion 
rivalries which have so far occurred. The two major organizations of 
of Reading, Pennsylvania; Detroit Street Railway Commission, Highland 
ark, Michigan. 


“ Floyd W. Reeves and Paul T. David, Personnel Administration in the Federal Service 
Washington: U. S. Government Printing Office, 1937), pp. 54-55. 
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labor, A.F.L. and C.I.0., have both been careful to solve interunion 
conflicts peaceably without antagonizing either the public or public 
administrators. For example, recently the employees of the United 
States Employment Service in Colorado wanted to organize. Some pre- 
ferred the American Federation of Labor; others, the C.I.O. Both unions 
consented to a vote being taken among all employees. The balloting was 
done by mail and supervised by the International Association of Public 
Employment Services. Both unions agreed in advance that the losing 
union would withdraw from all organization activity for at least one 
year. 

With the growth of unionization in the public service jurisdictional 
disputes are likely to increase, and unless machinery is established to 
handle such situations, serious conflicts affecting the smooth running 
of the administrative machinery are likely to occur. There is no reason 
why machinery similar to that available in private employment through 
Section 9 of the National Labor Relations Act could not be applied to 
solve interunion disputes in public employment. 

Employer-employee co-operation in the public service while compara- 
tively rare in this country is common in many countries abroad. Notable 
is the application of collective bargaining to the public service in Great 
Britain. During the first World War the government promoted Whitley 
Councils in industry, composed of an equal number of representatives 
of labor and management, for the purpose of recommending policies on 
wages and other working conditions and of settling disputes without 
resort to strikes and lockouts. Applying the same principle to the public 
service the government established: (a) a national Whitley Council for 
the administrative and legal departments of the civil service; (b) govern- 
ment departmental industrial councils and government Trade Joint 
Councils for government industrial establishments; (c) Whitley Coun- 
cils for the local government service. 

In industry, Whitley Councils did not prove very successful. In the 
civil service and in local government they have developed very well and 
acquired great importance. In January, 1945, the number of local au- 
thorities who had adopted the Whitley plan totaled more than 1,25, 
covering three-fourths of all local government employees. Through the 
instrumentality of the Wages Councils Act the standards of service and 
pay arrived at in joint negotiations between representatives of public 
officials and public employees—the latter may be public employees or 
employees of a labor organization—become part of the recognized terms 
and conditions of employment of all local government employees and 
are then legally binding and enforcible against any local authority in the 
country whether or not the local authority has become a member of the 
Whitley Council. 

Discussions are now under way for the adoption of uniform standards 
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of service (i.e., minimum qualifications of recruitment and training) and 
uniform conditions of service (i.e., minimum salaries, working hours, 
holidays, sick leave, etc.). 

Whatever the outcome of the present discussions within the national 
Whitley Council, the conclusion is inescapable that collective bargaining 
in the public service in Great Britain has attained a status and scope far 
beyond anything hitherto attained in this country. 

Political and Economic Pressure. Unions of public employees use all 
legitimate channels to support their programs. Their representatives 
appear before legislative bodies or legislative committees whose mem- 
bers will in turn frequently seek their advice on questions of personnel 
policy. Where the power to regulate personnel matters rests with ad- 
ministrative or quasi-administrative authorities, legislative representa- 
tion will take place before these bodies. In view of the fact that govern- 
ment is the immediate “boss,” it is not surprising that unions of public 
employees use legislative tactics possibly to a larger extent than unions 
in private industry. There should be no objection to such lobbying. Re- 
duced to simple terms, its object is to bring the facts as the union sees 
them to the attention of legislators and administrators. 

Most public employees’ unions are affiliated with national bodies of 
labor (A.F.L. and C.1.0.). Their support is sought and has often proved 
decisive in getting favorable legislation passed. 


, 


Seldom are public employee unions engaged in direct political cam- 
paigning. Indirect political action, however, is common. It consists 


mainly in presenting to the membership and to the public the voting 
record of members of legislatures. Occasionally a union might sample 
the views of legislators—or of candidates for a political office—toward 
pending legislation affecting public employees, and give widest publicity 
to the answers received. 

Labor’s foremost economic weapon, the strike, is condemned to in- 
significance in the public service. Only sporadically have public em- 
ployees resorted to strikes. All unions of federal employees have out- 
lawed strikes in their constitutions. Unions in the state and local govern- 
ment service, while not expressly banning the strike, have similarly 
indicated that they would seek their objectives primarily by petitioning, 
co-operating with state and local officials, and by promoting legislation. 

Such strikes as do occur are often carried out by unorganized groups 
of employees, or without the consent and against the advice of the 
union in question, or they are the result of a serious emergency which 
eft employees as well as the union with hardly any other choice.” 


‘Gordon R. Clapp, Employee Relations in the Public Service (Chicago: Civil Service As- 
sembly, 1942), p. 116. 

* Two recent strikes of public employees in the Midwest were typical of the serious position 
in which public employees may find themselves as the result of arbitrary action, buck passing, 
ack of arbitration machinery. For details on these two strikes see: A. S. Zander, “Milwaukee 
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It is unthinkable that the strike weapon should be used in jurisdictions 
which have established machinery for the settlement of grievances and 
disputes. Unfortunately, a great number of public agencies have made 
no provision whatsoever for adjustment of grievances, and most civil 
service laws or ordinances are silent on that matter.’® Often the head of g 
bureau or department is the accuser, judge, and executioner, all in one, 

The Tennessee Valley Authority is testimony to the contention that 
satisfactory employer-employee relations will reduce the use of the 
strike weapon to insignificance. In eight years there were only four 
strikes in the TVA. The longest strike lasted from three days to one week 
at the various projects and was in the nature of a jurisdictional dispute 
between two craft unions. One strike (lasting three and one-half days) 
was caused by interracial antagonism, and two other strikes were due 
to misunderstandings and lasted forty-eight hours and forty minutes, 
respectively.!” 

We should not declare strikes in public employment illegal simply 
because we are convinced that they are fraught with danger to the 
public welfare. Strikes in transportation and food production can be 
more harmful than strikes of park employees or of employees in a public 
fish hatchery. A strike of employees of waterworks has serious implica- 
tions regardless of whether the water works is owned privately or by the 
city. Each case will have to be judged on its own merits. No law can 
prevent strikes if such action is the only means of preventing serious 
injury to a person or a group of persons. 

The Closed Shop. Most public officials, economists and lawyers, legis- 
lators, and the courts in the few cases which have arisen,!* seem to be 
agreed that the closed shop has no place in public employment, that it is 
undesirable and illegal. Unions of public employees, too, have given no 
indications that they want the closed shop to become a standard pro- 
vision of all collective agreements. The subject is therefore of more or 
less academic importance. Only sporadically have public authorities 
signed collective agreements which provide that only members of the 
contracting union may be hired (closed shop) or that all employees hired 
be compelled to make application for membership in the union within a 
certain prescribed period (union shop).’* There is no reason to doubt the 


Employees Victorious,’ Journal of State and. Local Government Employees, Jan., 1944, p. ’ 
and “AFSC&ME Triumphs in Indianapolis Strike,’’ Journal of State and Local Government 
Employees, July, 1945, pp. 5-6. 

Phillips Bradley, “City Hall, Strikes, and Collective Bargaining,’’ Good Governmeni, 
May-June, 1943, p. 29. 

‘7 Herman Finer, The T.V.A.—Lessons for International Application (Montreal: Interna- 
tional Labour Office, 1944), pp. 165-166. ; 

18 Circuit Court of Illinois in Chapin v. Board of Ed. of Peoria, 5 Municipal Law Journal 
24.72, & In Petrucci v. Hogan (27 N Y S 2nd 718, 1941). : 

1 See Serial No. R. 1552 Bureau of Labor Statistics Bulletin on Union Agreements wilh 
Municipalities, which report 11 union agreements containing a union shop clause. 
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legality of such contracts. The United States Supreme Court has recog- 
nized the moral and economic justification of the closed shop, and so 
has Congress, although indirectly, in Section 8, Paragraph 3, of the 
National Labor Relations Act. Difficulties may certainly arise in juris- 
dictions where civil service regulations list exhaustively the conditions 
of hiring and firing. However, any legislature could legitimately amend 
such regulations if it desires to do so in order to authorize the closed 
shop clause. 

There will be no need for a closed shop in public employment if sincere 
employer-employee co-operation is substituted for opposition to unioni- 
zation and collective bargaining. Basically the closed shop is a defensive 
weapon. It is of importance where management is still trying to destroy 
labor organizations with whatever help it is able to muster from among 
the employees. Where mature employer-employee relationships prevail, 
the closed shop is of minor significance. In Great Britain where the 
process of collective bargaining was accepted by management a few 
decades ago, the closed shop has never been an issue, nor has it been in 
some industries in our own country where management and labor can 
look back to a long period of uninterrupted contractual relationship. 

Conclusions. The desire of public employees to organize and to bargain 
collectively is no conspiracy and no infringement upon public authority, 
nor is it incompatible with the faithful performance’of their duties and 
their unstinted loyalty. Three to four million public employees cannot 
be reduced to the status of peonage. Whatever authority or power they 
might have, they perform service for income. 

Unionization and collective bargaining have become desirable objec- 
tives of national policy. Both were formerly thought of as disturbing to 
our social and economic life. Today the general attitude has changed. 
We are now convinced that unionization and collective bargaining are 
beneficial and that their good effects outweigh whatever bad effects they 
might have in certain periods or in certain specialized circumstances. 

The denial of such rights to public employees does not promote ef- 
ficiency nor the smooth functioning of the public service; it leads to 
defiant attitudes and “is a blow at the conditions of a free society.’ 

No collective bargaining is feasible in the authoritarian state. Fascist 
l\aly prohibited public employees’ unions. Nazi Germany substituted a 
fiduciary relationship—service and fidelity to the Fuehrer and the Reich 
—for the system of joint consultation and co-operation in existence dur- 
ing the Weimar Republic. Such policies are unworthy of a free and 
democratic society whose tools are respect for human rights, willingness 
to compromise, and persuasion. 


\rthur W. MacMahon, “Collective Labor Action in City Government,’’ Public Manage- 
ment, Nov., 1941, p. 328. 
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Every collective contract is essentially a peace instrument. It estab- 
lishes a partnership in which strikes or any violence have no place. It 
calls for established channels to air grievances, fair system of merits, and 
co-operation and consultation with employees’ representatives in all 
questions of personal policy. 

The idea that government has absolute powers and rights which must 
not be questioned is an absolutist doctrine which has no place in a demo- 
cratic society. 

Satisfactory employer-employee relationship is no one-way traffic lane 
but will benefit the public service and the taxpayer. It is an essential 
condition for the attainment of better public service. Public employees’ 
organizations have never confined their interest to pay checks alone. 
They have always fought for efficient and clean government, and no 
small part of union strength is devoted to freeing public employees 
from being tools of political administrations. 

The time has come to recognize collective bargaining in the public 
service as a vital part of healthy and democratic administration 
policies. 
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DEMOCRACY IN TRADE UNIONS! 


By Purr Tart 
Brown University 


It is my intention to deal with democracy within unions and to avoid 
a discussion of problems of admission and discrimination, as the latter 
present special considerations which require lengthy and independent 
treatment. 

Repeatedly the charge is made—and certainly not without founda- 
tion—that many trade union organizations are run undemocratically 
by their officers. First, it will be worth while to examine the peculiarities 
of trade union administrative problems that bring this situation about 
and how serious the situation is for the average member of the trade 
union. Second, we should see if the popular demand that government 
eught to regulate unions as it does other industries affected with the 
public interest is the answer to the problem. 

l'ssentially, a labor union is organized to promote the economic in- 
terests of its members. As the union’s power to gain its ends depends 
upon its ability to weld its members into a unified whole, so far as eco- 
nomic action is concerned, it must be equipped with means to reduce 
to impotence any divisive influences that appear. Moreover, extensive 
power must be delegated to officers if many necessary functions are to 
be carried on with respect to economic action as distinct from struggle 
for oflice within the union. Officers must be given wide powers when 
dealing with employers, as a mass meeting is scarcely the proper atmos- 
phere for negotiating a contract involving many detailed issues of man- 
agement-labor relations or even for the settlement of minor grievances. 

Agreement making has been characterized by Professor McCabe as 
the writing of a treaty between two economic powers. Consequently it 
is not possible nor desirable to insist that demands formulated by the 
membership must be rigorously followed. Unless union officers and union 
committees are allowed some area in which they can exercise their dis- 
cretion, they cease to be representatives and become mere messengers. 
Serious limitation of the discretion of bargaining representatives would 
impose severe difficulties upon collective bargaining conferences, and 
would lead to a refusal by employers to make advance commitments. 
Union officers are as a rule experienced in negotiation, and they are ina 
better position than their members to appraise realistically the firm’s 
ability to pay, its position in the industry, and general economic condi- 
tions, and are more likely to be more conversant than their members 
with industry and area practices. As specialists in bargaining they are 


indebted to Professors D. A. McCabe and Selig Perlman for a number of very helpful 
as. The writer is, however, solely responsible for all views expressed. 
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likely to be better equipped to judge the possibilities of attaining given 
demands. Moreover, not being directly involved in the sense that they 
are suffering from grievances or low pay, full-time—as distinct from part- 
time or nonpaid—officers may be more objective and more ready to re- 
cognize economic realities. 

The need for placing authority in the hands of union officers also arises 
from another source. A union is made up of districts and locals, each 
division subordinate to the other, and all to the general organization. 
The national organization must be given authority to protect the na- 
tional citizenship of members. Included is the necessity for insisting that 
national working rules and policies be obeyed. Wide delegation of power 
between conventions must therefore be necessary—power to enforce the 
rules, to protect the organization, to appoint agents, and to spend the 
funds of the union. Delegated power may however, tempt officers to use 
power to perpetuate themselves in office. 

For example, general policies may have been elaborated at conven- 
tions which some locals may refuse to accept. These may be due to an 
influx of new members, unhabituated to the discipline imposed by the 
union, or because of opposition to the policies accepted by the majority. 
For its own protection the union must be able to impose the general 
will upon its subordinate branches. Some local groups may oppose the 
rule of the union that certain procedures be exhausted before a strike 
is called; the general organization may insist that its subordinate 
branches incorporate certain provisions in its contracts with employers; 
or the central office may require that grievance procedure written into 
contracts be utilized rather than that the issues be settled by economic 
pressure. If the union is to function effectively and if it is to fulfill its 
obligations to its industry and to its membership, considerable power 
must be delegated to the officers. 

Delegation of power always creates the possibility of abuses, and the 
unions are microcosms which reflect the dilemma of the modern world: 
how to combine efficiency in administration with democratic process. 
Delegation of power by the members of unions has become increasingly 
necessary as the unions have grown in size and importance, and as their 
negotiations have involved increasing and more complex problems. A 
trade union executive operating in the older unionized industries— 
building trades—faced relatively simple problems in their negotiations 
with employers. Table-pounding and horse-trading and an occasional 
resort to economic power were the armory he carried to the tilting 
matches with the employer. The contemporary labor union executive 
has frequently to meet more complex and difficult problems. This has led 
to greater dependence upon the officer and it has, in fact, intensified 4 
long-run trend that has been evident for many decades. 
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Originally the centering of power in the national organization was 
designed to prevent the dissipation of money and energy by local 
sroups, the need to protect the strike fund built up by a national 
constituency frem losses due to ill-advised and precipitated action by 
hotheaded locals, and to set up protective barriers against the intercity 
movement of strikebreakers. The demand by firms and even industries 
that the national organization underwrite contracts made by subordi- 
nates, the spread of collective bargaining, and the growth of regional and 
national negotiations have all led to the strengthening of power of the 
central officers. Moreover, as the unions grow in size the link between 
the membership and the officers becomes more tenuous. Once seized or 
accepted, power is not easily given up. In this regard not much dif- 
ference exists between unions of the American Federation of Labor and 
the Congress of Industrial Organizations, except as these developments 
are influenced by time. Certainly no one would contend that the 
Amalgamated Clothing Workers of America or the International Fur 
and Leather Workers. Union, C.I.O. affiliates, were more democratic 
than the ladies garment workers’ and the printers’ union of the A.F.L. 
The opposite seems to be the case. It is not easy to discover the reasons 
why some unions are more democratic than others, except that the 
membership and leaders exercise an influence in this direction. The need 
to place large responsibilities in the hands of the central organization 
makes it possible for a strong man to arrogate to himself much power. 
The United Mine Workers of America furnish a striking example of this 
process. Formerly one of the more democratic unions in America, with 
extensive power lodged in the districts, the spread of national bargain- 
ing, the decline in the importance of the old union districts, the unioniza- 
tion of new areas, and the maintenance of permanent tutelage over 
many once autonomous districts give the central officers dictatorial 
power over the organization. Nor is this the only example. As a matter 
of fact, a former president of the International Union of Operating Engi- 
neers, Arthur M. Huddell, sought to reorganize a number of locals and 
install his appointees as supervisors. His attempts were frustrated by 
the courts in two instances, but he succeeded in another. In the twenties, 
the then president of the electrician’s union issued a number of blasts 
against discussion at union meetings. He was all for efficiency, and his 
pronouncements sounded like the speeches of a then popular dictator. 
While these are extreme examples of the quest for power, the structure 
of labor organizations makes possible similar attempts if ambitious and 
power-seeking men should rise to the top. 

The issues are complicated by the real basis for lodging power in the 
hands of the officers. The development of a bureaucracy seems almost 
inevitable irrespective of philosophy or political outlook of the leader- 
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ship. It is, of course, true that in a number of C.I.O. unions a contest is 
still going on over the top offices. This is due to the relative youth of the 
organization, and the existence of factions which are in part inspired by 
outside political considerations. The United Automobile Workers of 
America exemplify this situations most clearly. Perhaps the great size 
of the union makes the “shaking down” process or leadership selection 
longer and more difficult to achieve. Other organizations have under. 
gone similar experiences, and unless division in the union is based on 
political differences—socialist or communist factions—a bureaucracy 
forms, holds office, and operates the union. 

An outstanding characteristic of bureaucracy is its stability and long 
control. Robert Michels has observed: “Long tenure in office involves 
dangers for democracy.’” 

While true, the labor union cannot afford to eliminate officials, its 
skilled negotiators, those who understand the industry and its problems, 
and who by training and temperament are the most qualified to lead 
the organization. Local (Big) 6 of the International Typographical 
Union limits the tenure of its presidents to two consecutive terms. The 
typographical union has perhaps the most highly developed and most 
vigorous political life and as far as can be ascertained no harmful results 
have followed from the above restrictions. The spirit of this rule has 
been partially evaded by the appointment of officers ineligible to succeed 
themselves as organizers by their successsors. In most unions some dii- 
ference exists between the stability of national and local officers. While 
the turnover of local union officers is not large, it is by no means un- 
usual for local officers to be defeated for re-election. Contests for local 
office are common in most unions. This is especially true in periods when 
the membership is dissatisfied with the results, or during wartime or a 
period of unemployment. 

In the matter of stability of officeholding, some difference is observ- 
able between the length of tenure of local and national officers. Local 
officers are in more direct relation with their members and an opposition 
can observe their conduct more easily. Moreover, opponents can more 
easily rise to prominence. On a national basis opposition to the re-elec- 
tion of officers appears infrequently, for the advantage is greatly in favor 
of the incumbent, as many union constitutions forbid the formation 
of an opposition strong enough to challenge those in office. 

Many top union officers enjoy unrestricted or slightly restricted 
power over the affairs of their organizations. This power can be used to 
crush a local opposing the national administration, as well as single of 
groups of members. Oppression of members is, however, most commol 


* eae Michels, Political Parties (New York: Hearst’s International Library Co., 1915), 
p. 97. 
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by local officers. It is true that the power of the national organization 
over the locals is by no means absolute, but within the area of its 
authority few restraints upon officers exist. The power to proceed against 
members and subordinate locals is very great; and courts have in the 
past taken the position that in cases involving discipline, members of a 
union must first exhaust the remedies offered by the union before the 
courts assume jurisdiction.’ As a rule the courts will not intervene even 
when an honest error has been made. This view is summarized in 
Snay vs. Lovely* in which the court reached the conclusion: ‘Courts do 
not sit in review of decisions thus made by such officers even though it 
may appear that there has been an honest error of judgment, an in- 
nocent mistake in drawing inferences or making observations, or a 
failure to secure all information available by a more acute and searching 
analysis.” A close reading of this paragraph indicates that a union tribu- 
nal must follow certain forms and, as one attorney engaged in labor 
practice has observed, unions have to go through a certain ritual, and 
the courts are hesitant to intervene if the external appearances of a fair 
trial are met. 
it seems that the judicial attitude towards labor unions is founded on 
a fiction that is economically untenable. The courts have taken the view 
that ‘clubs, trade unions, professional associations, secret societies” 
are private organizations, and the test of a private organization is 
whether an institution is organized for a purpose other than making 
money. ‘Corporations, partnerships, joint adventures, joint stock 
companies, and business trusts are frequently the objects of judicial 
control, but their activities naturally cause public concern.’ To main- 
tain that the activities of labor unions do not cause public concern is a 
piece of legerdemain beyond the comprehension of the nonlegal mind. 
Whatever truth this view may have contained in the past has been 
erased by the spread of unionization, and the creation of powerful na- 
tional organization able to paralyze strategic industries which vitally 
( the entire economy. It seems fatuous to maintain that the doings 
coal miners’ union is of no public concern or of the steel, automo- 
railway, and trucking unions. Moreover, because of the inherent 
need for delegation of power and authority by the membership, the rise 
of power centers subject neither to control by the members nor by the 
government is almost inevitable. 
[he top executive of a national union exercises tremendous power— 
and the term “tremendous” is used advisedly. It is true that many do 
not intervene in the affairs of the locals, but they are in a position to do 


* Zachariah Chafee, Jr., “The Internal Affairs of Associations Not For Profit,’ Harvard Law 
Review, May, 1930, p. 993. 

* 276 Massachusetts 160 (1931). 

* Chafee, loc. cit., p. 993. 
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so whenever it suits their purposes. While intervention in the affairs of 
locals is not usual, the lack of intervention may be due to the absence 
of opposition rather than to the democratic character of the union. Here 
again it is necessary to stress that in the interest of sound management, 
the top officers should be given wide administrative authority, and cases 
can be cited—Local 604 of the stagehands—to show that the failure of 
the International to intervene constituted a dereliction of duty and 
failed to protect the membership. Once we grant the desirability of 
giving much power, we find ourselves facing the problem of how to 
protect the locals and their members against harassment. No assurance 
exists that the delegated power will be used only to advance the interests 
of the union rather than to solidify the power of the officers. It is un- 
necessary to assume that an opposition within a union is always moti- 
vated by high idealism. Sometimes it is inspired by the desire for office 
or by political considerations that are not relevant to the union’s welfare. 
Right may be on the side of the administration, as in the case of the 
New York building service workers’ union. Agreeing to return to work 
during a strike and to submit the issues to arbitration the local officers 
were assailed for accepting the arbitrator’s award. Of course, the local 
officers had committed themselves to accepting whatever recommenda- 
tions were made. The protest by a so-called “rank and file” group if it 
were accepted would make impossible collective bargaining, and cer- 
tainly no employer would, under the opposition’s terms, accept arbitra- 
tion. Nevertheless, unless the union allows an opposition to present a 
policy and program hostile to the administration, the possibilities of 
democracy will be snuffed out. 

In a controversy between an officer and a member or group of mem- 
bers, the advantage is on the whole with officials. They are the leaders 
and politicians with followers and retainers throughout the union. The 
officers control the official organs which can be used to belabor an op- 
ponent, to impugn his motives, to question his integrity and compet- 
ence. The helplessness of an opposition against the experienced officers 
creates a danger for the union, as members dissatisfied with the ad- 
ministration can only find the possibility of redress in organizing around 
political radicals who themselves are schooled in the arts of mass agita- 
tion and appeal. An acute observer of the labor scene in New York City 
pointed out that of the twelve New York unions investigated by Gover- 
nor Dewey, while serving as District Attorney, ten were captured by 
left-wing leadership. Recently members of the International Longshore- 
men’s Association, dissatisfied with their President’s administration and 
with his election for life, turned to left-wing leaders. While the threat 
was repelled, the fight has by no means ended. As in government, s0 1 
labor unions: democracy offers the best defense against extremism, and 
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dictatorships. Whether in government or within a union, damming 
the avenues of protest destroys the possibilities of gradual adjustment 
and peaceful reform. 
Several of the reasons for taking action against locals are based upon 

a desire to protect the interests of the entire union. Locals are subordi- 
nate to the national union, and they should conform to the rules and 
policies elaborated by the larger group. In union administration as in 
government, conflicts between localism or home rule and centralized 
authority are not rare. Yet it is obvious that some of the reasons for 
intervening listed below are not adequate ground for undermining the 
autonomy of the smaller group and may lead to arbitrary exercise of 
power for selfish purposes. This is, as a rule, no separation of executive 
from judicial power, and even where an appeal to a convention or to the 
membership by a referendum is possible, unless the accused is supported 
by a strong local or locals, the verdict of the officers is not likely to be 
upset. 

"inncrnatlagl officers have used their power to suspend opponents. 
The president of the International Union of Operating Engineers re- 
voked the charters of several locals and placed a supervisor in charge. 
Members who protested were suspended from the union and denied 
employment. Only the intervention of the courts (Rodier v. Huddell, 
232 N.Y. App. Div. 531, 1931) prevented the carrying out of this plan. 
See also Babrick v. Huddell, 245 Mass. 429, 1923.) ‘Clauses prohibiting 
vague and undefined acts are not uncommon in union constitutions, and 
under them the autonomy of locals can be destroyed. The following are 
some reasons for which locals can be suspended: Violation of inter- 
national constitution or orders of general executive board; failure to 
make required reports; failure to hold regular meetings; lack of effort to 
build membership; becoming demoralized so as to jeopardize the Inter- 
national; failure to be represented at the district council; permitting 
attendance of members at meetings other than those held by the 
inion at which union business is discussed; improper conduct; refusal to 
install a successor after an officer has been removed by executive board; 
refusing to bring members to trial when so ordered by the International; 
iailing to enforce the penalty imposed by a proper tribunal within the 
union; resorting to courts before exhausting union remedies; issuing 
circulars or petitions that may injure the union. It was on such vague 
charges that the unions which originally organized the C.I.O. were 
suspended by the Executive Council of the A.F.L. It is obvious that the 
power given to the officers is too broad and indefinite, and it can be used 
to stile proper criticism of policies or conduct of the general officers. 

Even broader is the power over individual union members. An 

examination of a large number of union constitutions showed a wide 
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variety of offenses for which members could be reprimanded, fined, 
suspended, or expelled from the union. Offenses can be divided into 
violation of prohibition of specific acts, and violations of prohibitions 
of general, vague, and ill-defined rules. Union constitutions prohibit work 
below the union scale. This is definite and certain, and is designed to 
“promote the welfare of the union and achieve the objects for which 
the union was formed.” A New York Court (O’Keefe v. Local 463 of the 
United Association of Plumbers and Gas Fitters of the United States and 
Canada, 277 New York 300, 1938) recognized that under its constitution 
and bylaws, the union “‘has power and right to take action reasonably 
calculated to advance its objects; even though such action involves 
interference with the employment of a member who has committed no 
wrong and against whom no charges have been preferred.” Yet union 
constitutions also punish such vague offenses as the commission of a 
disreputable act, slandering the organization or its officers, discussing 
union business except at authorized meetings of the union, signing circu- 
lars or petitions which may injure the union, undermining the union, 
commission of a dishonorable act injurious to the union, refusing to 
obey a lawful order of an officer advocating secession or joining a dual 
union, and circulating literature attacking members without approval 
of the president or executive board. There are other general offenses 
listed but the above are examples of the type of vague clause found in 
union constitutions.® While a union must be prepared to act against 
disrupters and secessionists, spies and employer agents, the above 
clauses are too vague and general to offer adequate protection to the 
individual. Under these provisions it is possible to prevent criticism of 
officers’ acts and steps to reform procedures or improve the union be- 
come /ése-majesté punishable by expulsion. 

These are not merely academic objections; they are open invitations 
to arbitrary action by officers faced by criticism or danger of defeat in 
an election. When a group of members of Local 802 of the American 
Federation of Musicians sought to organize so that they might obtain 
the right to select their local officers, a number of leaders were fined 
$300 on the ground that they had held a meeting not sanctioned by the 
governing board. Only an appeal to the courts prevented this order 
from being carried out. (Koukly v. Canavan, 277, N.Y.S. 28, 1935.) 

Members of a New Jersey local of stagehands and motion picture 
operators who protested against discrimination in the charging of dues, 
allocation of jobs, and performing of ‘arm work’’ were brought up on 
charges and were forced to appeal to the courts. Local No. 244 of the 
International Alliance of Theatrical Stage Employees and Moving 


* See Philip Taft, “Judicial Procedure in Labor Unions,’’ Quarterly Journal of Economics, 
May, 1945, pp. 276-285. 
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Picture Operators arbitrarily classified its members as juniors and 
seniors. In addition, juniors had to perform “arm work” which meant 
that an employee did the work and an officer collected the pay. Esti- 
mates were made that one junior had earned $30,000 over the years 
which officers collected. A system of extortion was also practiced, for the 
oficers controlled hiring. “Control over hiring gave the business agent 
power which was exercised ...in a wholly autocratic and arbitrary 
manner. This complete control of positions was a vital element in aiding 
the extortion...” (Collins v. International Alliance of Theatrical Stage 
Employees and Moving Picture Operators of the United States and 
Canada, 119 N.J. Eq. 230, 1935.) 

kecently a New York court ordered the Brotherhood of Railway and 
Steamship Clerks to reinstate a member who had been expelled for circu- 
lating material which reflected on the honesty of one of the candidates in 
a local election. The court held that the manner in which the expulsion 
had taken place was ‘repugnant to elementary principles of justice and 
fair play.”’? It is true that loose charges and slanderous attacks may 
weaken the union, but these are risks inevitable in a democracy. There 
is no way to insulate society, a movement, or an organization against 
unfair criticism except by preventing all adverse discussion. A measure 
of exaggeration and give and take must be allowed. Overstatement and 
even unjust charges must be tolerated if elementary rights are to be 

reserved. 

: Exposure of dishonesty can be punished under some union constitu- 
tions. In New York (Shapiro v. Gehlman, 244 N.Y. App. Div. 238, 
1935) a member of Local No. 1 of the International Alliance of Theatri- 
cal Stage Employees and Moving Picture Machine Operators was sus- 
pended from the union after he had charged the business agent with 
malfeasance in office and conduct unbecoming a member. The business 
agent was exonerated, and the accuser was expelled for ‘‘making or cir- 
culating false or slanderous statements against an officer or member.” 
This union held a closed-shop contract, and the expelled was denied 
employment. He appealed to the court which found that the charges 
against the business agent were substantiated, ordered the member 
reinstated, and awarded him damages. 

Similarly a business agent of another local of the same union had a 
number of members expelled on charges of slandering an officer. The 
charges made by the members were true, and the court ordered the 
expelled reinstated. (Polin v. Kaplan, 257 N.Y. 277, 1931.) 

(he provision that the rights of a union member are protected will 
be met if the union has established procedure and given the accused a 
copy of the charges, an opportunity to confront his accusers, and a 


" New York Herald-Tribune, Nov. 8, 1945. 
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chance to answer. If the union laws under which the accused has been 
expelled are contrary to public policy, the courts will set aside the 
verdict. It is also a generally established rule that civil courts will not 
examine the merits of the union decision if the complainant has had a 
fair trial. Under most circumstances the courts will not intervene unless 
the remedies provided by the union have been exhausted or unless the 
remedy is vain and unsubstantial. On this point the language of the 
courts is ambiguous. As a rule the courts take the position that they 
will not intervene until the member has exhausted his internal remedies. 
They also maintain that they will not substitute their judgment for the 
union tribunal. There is some merit to this view. Yet, as one attorney’ 
pointed out: 

The problem has its practical aspects in unions where the “administration”’ is in full con- 
trol and is guided by a lawyer who Some the verbiage of the cases on the subject. I have seen 
instances where the entire rigamarole of fair hearing was outlined in advance of the prepara- 
tion of charges against members who made things a bit uncomfortable for the officers of their 
local union. It has worked because the lawyer for the member did not think that the situation 
was one in which law still had to be made. 

The courts rightfully seek to lessen their intervention in the interna! 
affairs of labor unions. However, with the increasing power of unions 
and the growth of some forms of union security, well-managed unions 
are of great importance to the worker. As has been stated at the outset, 
the officers need to be given authority to administer affairs and protect 
the union against disruption. At the same time, the member must be 
protected against oppression. The dilemma is one common to our society. 
Yet it is reasonable to conclude that the attitude of the courts on this 
subject springs from a desire to escape from having many difficult, 
almost unsolvable, problems tossed in their laps. Unions are not private 
organizations in the same sense that a social club is. On the contrary, 
they are very powerful groups which can destroy important property 
rights of their members. Moreover, the legal protection unions receive 
shows their existence and conduct are of public concern. 

Some courts have held that where property rights are involved, a 
member ‘‘need not exhaust his remedies within the organization.” 
(Harris v. Geir, 112 N.J. Eq. 99, 1932.) Another court has stated: “The 
right to contract for work is one of the most important property rights, 
and therefore the power of a court of equity may properly be invoked 
to restrain its impairment.” (Heasley v. Operative Plasterers and Cement 
Finishers Association Local No. 31, 257 Pa. 1936.) In another Pennsy!- 
vania case (Dorrington v. Manning, 135 Pa. Super Ct. 194, 1938) the 
court ordered the Amalgamated Association of Street Electric and 
Motor Coach Employees to admit long-term employees into the union 
who were discharged under a closed-shop provision after they wer 


5 Ina letter to the author. 
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denied admission. We know that labor has contended—as in its opposi- 
tion to railroad consolidations that would wipe out jobs—that a job 
constituted a property right. 

Legislative interference with the internal policies may, however, lead 
to results that will seriously impair the ability of trade unions to per- 
form their essential functions. For example, some decades ago the prob- 
lem of corruption and bossism in our political parties was met with the 
establishment of the primary elections. The bosses in the old political 
parties usually nominated through a hand-picked convention repre- 
sentatives of all groups to whom the party had to appeal for support. 
Under the primary system, the gates were opened to any contender 
with the result that sometimes a casual or a businessman with money 
to spend received the nomination. The nomination was thus democratic- 
ally arrived at, but the cost was sometimes a leaderless party. Under 
the direct primary system the party became unpredictable. Nominations 
became atomized. How does atomization affect a trade union: a bar- 
vaining and fighting organization must have permanent leadership that 
looks to the future of the organization. That opens the possibility of 
bossism and oligarchy. But in grappling with this danger of oligarchy, 
we must not overlook the opposite danger—this atomization which 
makes leadership a plaything for casuals. At the present time we are 
suffering from too much casualness in our political leadership. 

A union leadership that is uncertain and insecure is likely to be weak 
and indecisive. Yet it is clear that great power must be delegated, and 
that such power can be, and is occasionally, abused. In many instances 
appeals against oppression are expensive, take time, and constitute 
a great burden upon the suspended and expelled member. Exercise of 
unlimited or even extensive and uncontrolled power can be justified 
only by great emergencies. Fortunately these are not permanent. While 
the level of honesty, integrity, and public responsibility is as high 
among labor leaders as other social or economic groups, the exercise of 

inrestricted power encourages abuse, arrogance, and irresponsibility. 
Actions of labor leaders should be subject to review, and where decisions 
involve a Serious loss or burden to individuals, it is imperative that an 
impartial body should exist for appeal. No union officer should be im- 
mune from appeal against his acts, and to my mind the labor move- 
ment should itself create an impartial tribunal—a sort of Federal Trade 
Commission—which would furnish quick and inexpensive review. Most 
unions regard such suggestions with extreme distaste, but only some 
such program, it seems to me, can ward off permanent and more string- 
ent regulation of labor unions. 


a 
e 
y 
Te 
n 4 
s 
e 
iS 4 
te 
\ 
a 4 
ni 
Ie 


DISCUSSION 


HerBert R. Norturvup: There is much in Dr. Leiserson’s paper that js | 


beyond question. For example, his analysis of the dangers and impotence 


of compulsion as a means of achieving labor peace should be reiterated so | 


loudly that it can be clearly heard in the legislative halls. Australia, where 
nation-wide strikes have only recently caused the indefinite postponement 
of a projected labor-management conference, is the classic example of the 
inability of compulsory arbitration to accomplish its basic purpose in 4 
democracy. 

Likewise, Dr. Leiserson has correctly appraised the weaknesses of the 
current fetish for “fact finding.” What is usually in dispute is not facts, 
but their interpretation, and there are generally as many interpretations 
as there are interests involved. Rather than terming fact-finding boards a 
type of arbitration, however, I believe that they should be considered ‘“‘con- 
ciliation boards,” as they are designated in the Canadian Industrial Dis. 
putes Investigation Act. For if the members of these boards want their 
findings to be accepted, they must give due weight to the bargaining power 
of the parties; i.e., they must conciliate, not arbitrate. 

I agree with Dr. Leiserson that mediation is the backbone of successfu| 
governmental labor adjustment machinery and that therefore the United 
States Conciliation Service must be greatly improved. I do think, however, 
the procedural elements are not too important. It is probably immaterial! 
whether the Conciliation Service is administered by one man or by a board, 
but it is essential that the conciliation officers should be carefully selected, 
adequately trained, and absolutely impartial. 

As to Dr. Leiserson’s basic proposal, namely, that the principles and 
methods of the Railway Labor Act “are essential to any systematic plan 
for avoiding labor warfare,” I must register an emphatic disagreement. It is 
true that labor peace has prevailed on the railroads since 1926, and it is 
true that this condition has generally been attributed to the Railway Labor 
Act and its administrators. One may search the literature in vain, however, 
for any careful investigation of the Railway Labor Act’s disputes machinery. 
Proponents of the act have merely assumed that its procedures and admin- 
istration must be responsible for peace on the rails and have praised both 
accordingly. 

Events since 1941 have cast considerable doubt on the validity of this 
assumption. In every important case since then in which the railway unions 
were not satisfied with emergency board recommendations, they refused 
to accept them and made use of their political power to obtain more favor- 
able terms. This indicates that the Railway Labor Act is successful in main- 
taining peace only when the unions secure a settlement satisfactory to them. 
Otherwise, they resort to more direct political action to attain better terms. 

These wartime developments should not be surprising. The Railway 
Labor Act—especially the 1934 amendments—were drafted for the beneiit 
of the railway unions, and their adoption is testimony to the political power 
of these unions. If the unions fail to achieve their ends by one politica! 
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method, what could be more logical than that they turn to another? 

It may be argued that events since 1941 occurred during a short emer- 
ency period and therefore no conclusions may be drawn from them. But it is 
orecisely in times of labor stress and emergency that effective adjustment 
machinery is most necessary. Moreover, as Dr. Leiserson so well points out 

the case of the War Labor Board, the decisions and practices of the 
emergency remain with us long after the emergency is past. 

There are other reasons why I believe that the Railway Labor Act plays 
only an incidental role in maintaining peace on the rails. Government con- 
trol of railway labor relations is merely a part of the entire policy of regula- 

_ which includes also control of rate setting. Price relief through the 
Interstate Commerce Commission cannot be ignored by those who would 
use industrial relations on the railroads as a model for industry generally. 

Moreover, the political power of the railway unions is not always used 

inst the railroads. The unions and the carriers have many aspirations in 
common, and the unions have played an important role in obtaining legisla- 
tion favorable to the railroads and disadvantageous to other forms of trans- 

ortation. This political alignment is undoubtedly conducive to labor 
| eace. 
Dr. Leiserson’s proposal to establish adjustment boards modeled on the 
National Railroad Adjustment Board for the purpose of arbitrating griev- 
ince disputes is also unacceptable to me. I agree that grievances should 
be peacefully settled, and arbitrated, if necessary, but I do not believe that 
far-reaching governmental intervention is superior te having parties work 
out the machinery by themselves, even if the latter method requires more 
time and initially more strife. Certainly the manner in which the National 
Railroad Adjustment Board ignores the basic requirements of due process 
ind hands down decisions which Professor Sumner H. Slichter has so well 
termed ‘among the strangest in the annals of industrial relations” does not 
encourage emulation. 

Dr. Leiserson’s proposals lead to another important consideration. The 
mere existence of such elaborate machinery as he suggests would be an 
invitation to irresponsible labor and management to refuse to settle disputes 

bargaining in the hope that more might be gained by government inter- 

tion. This would surely aggravate our present difficulties. 

it seems to me that procedure in these matters must always be secondary. 
The primary requirement is real collective bargaining by responsible men 
honestly intent on reaching agreement. So long as either party depends upon 
the government to give it more than can be secured by bargaining, indus- 
trial strife will prevail and peace will be achieved only by political maneu- 
vering such as has featured the settlement of railway labor disputes since 
1941. A return to a bargaining equilibrium cannot occur without a period of 

t and adjustment such as we are witnessing today. Good faith cannot 
be legislated into the industrial relations picture by a legal prescription 
commanding parties to bargain any more than it has been by the legal 
proscription commanding management not to refuse to bargain. Our great- 
est hope is that neither ill-conceived nor one-sided legislation is rushed into 
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law so that the attainment of a bargaining equilibrium is indefinitely post- 
poned, especially since legislation of any sort is not likely to provide the 
solution to the present difficulties. 


DeExTER M. Keezer: I am in general agreement with Mr. Leiserson’s 
diagnosis of what currently ails the conduct of labor relations in the 
United States. I do not, however, find the remedy he proposes for this ail- 
ment entirely clear. And insofar as I think I understand it, I do not find the 
remedy altogether convincing. 

Mr. Leiserson’s diagnosis of the trouble is, I take it, summarized by his 
statement that “‘our present state of industrial war is largely due to govern- 
ment efforts to impose terms of employment while it attempts at the same 
time to encourage the practice of collective bargaining.” I am not sure that 
we would not be having quite a bit of industrial war at this time regardless 
of whether we were relying exclusively on collective bargaining or exclusive- 
ly on government prescription of wage rates and working conditions. But | 
am sure that the present situation is complicated by having a mixture of the 
two. They do not mix. If there is any single lesson our wartime experience in 
dealing with labor disputes should have taught us it is that. The National 
War Labor Board was available to direct the terms of settlement of any 
consequential dispute by what amounted to compulsory arbitration. As a 
result there was no finality about collective bargaining over wages and work- 
ing conditions, and it went to pieces accordingly. There were numerous 
instances where disputes were taken to the Board for settlement before the 
parties had even talked over the issues involved, let alone bargained over 
them. Its tripartite membership saw eye to eye on very little, but there was 
no disagreement around the Board that it had crippled collective bargaining 
between workers and employers. A somewhat new form of group bargaining 
of a sort, with members of the War Labor Board acting in the role of 
middlemen, emerged, but that was not collective bargaining in the accepted 
sense of the term. 

The process of crippling collective bargaining continues, of course, at the 
hands of the so-called “fact-finding” boards which look into major wage 
disputes, announce their impressions of what would be suitable settlements, 
and rely upon public opinion to give these impressions force. These boards 
would be better designed to defeat the announced policy of the federal 
government to get back to collective bargaining if their conclusions were 
given the force of law instead of merely the force which the prestige their 
personnel and the government gives them; but the difference would only be 
one of degree. 

I do not wish to seem to be arguing that because the National War Labor 
Board wrecked collective bargaining and the “fact-finding” boards continue 
to do so they thereby become evil arrangements. In my opinion it was more 
important to have the National War Labor Board sit on the labor rela- 
tions lid in wartime—and it is my judgment that it sat fairly tight—thao 
it was to protect collective bargaining and the economic freedom that goes 
with it. And right now, it may be more important to have the government 
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do everything possible to prevent strikes by decree (of course it cannot stop 
them) than it is to safeguard collective bargaining. 

Mr. Leiserson’s analytical point, as I understand it, is that the govern- 
ment is not making a clean-cut choice, and thereby inevitably tangling up 
vhat, without assistance, is always a sufficiently tangled up course of labor 
relations. I think the point is well taken. 

Mr. Leiserson makes it clear that, in principle, he thinks the remedy is for 
‘he government to get out of the business of trying to impose terms of em- 
oloyment and concentrate its energies on a systematic and sustained pro- 
»ram of mediation. “The basic principle,” he says, “is that main reliance 
for maintaining peace must be placed on mediation, not on arbitration, or 
-o-called ‘fact finding’ or other devices that are sometimes used.” He then 
proceeds, however, to outline his program to keep the industrial peace which 
has as a final recourse in major disputes ‘“‘public investigations with recom- 
mended decisions.” How does that differ from what we now have? And how 

ould it avoid undercutting collective bargaining and an effective program 
of mediation? I do not find a clear answer. 

| infer that Mr. Leiserson really sees the problem as one of emphasis and 
thinks there is too much emphasis on the “fact-finding” (always in quotes) 
process now whereas there was just about the right amount in the ad- 
ministration of the provision of the Railway Labor Act for appointing 
Emergency Boards—at least until it became something of a habit to revise 
the wage settlements recommended by these boards upward at the White 
louse, as was done in 1941 and again two years later. It is my impression, 

owever, that the success of “fact finding” in preventing strikes in the rail- 
road industry (my direct experience was limited to serving on three Emerg- 
ency Boards) is to be explained largely in terms of the maturity of the 
unions involved, the fact that the industry is a public utility, the fact that 
the Emergency Boards were not skimpy in their recommendations and, 
most important, the fact that Dr. Leiserson was around quite a lot of the 
time, as the Chairman of the National Mediation Board, to help make the 
process work. At any rate, I think his remedy needs clarification, and per- 
haps revision, insofar as the role of government ‘fact-finding’ boards is 
oncerned. As it stands, it does not seem to me to jibe with his diagnosis of 
ie basic difficulty. 

it is entirely clear, however, that in trying to settle labor disputes Dr. 
Leiserson thinks we would be wise to place our main, if not our exclusive, 
reliance upon government mediation rather than government prescription. 
| certainly hope he is right. Even if it worked only tolerably well, I would 
prefer a system of collective bargaining, lubricated by government media- 
tion, to a tidy system of government dictation of the terms of employment. 
My feeling has to do with what seems to me the incompatability of the 
prescription of the terms of employment, except in the gravest emergencies, 
with our basic framework of free government. - whee 

[am by no means positive, however, that we shall get a tolerable’solution 
of our labor problems in the relatively free-wheeling system which Mr. 
Leiserson suggests. It is possible for a mediator to do a perfect job so far as 
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getting a labor dispute settled is concerned, but to do it on terms which are 
subversive of both good economic sense and the public interest. In other 
words fine labor relations, in the sense of keeping management and labor 
relatively happy, may involve more than dubious economic and public 
policy. Witness the amity of many employers and unions in making ar- 
rangements to gouge the consumer by restriction of output. Consequently, 
collective bargaining, supplemented by mediation, can only be trusted to 
result in agreement on terms of employment which are clearly in the public 
interest when the forces playing upon collective bargaining are such as to 
keep it within the bounds of good sense and good public policy. 

Do these bounds now prevail or are they likely to prevail in the future? 
About all that I can say in the time allotted to me is to remark that the 
answer is less clear to me than I wish it were and less clear than it seems to 
Mr. Leiserson. Certainly, if the bounds exist they are created by forces 
quite different than those upon which economists have concentrated in 
developing the old-line competitive analysis. How different in magnitude, 
at least, these forces are is underlined by the fact that last year one master 
labor agreement of a single automotive company—the General Motors 
Corporation—covered about 325,000 workers and 115 separate plants. At 
the time, the union in question—the United Automobile Workers, C.1.0.— 
was reported to have about 1,300,000 workers. Over 400,000 steel workers 
and all the major producing companies were involved in a single consoli- 
dated case before the War Labor Board. 

I would have more confidence that the public interest would be properly 
protected in the process of collective bargaining by such enormous ag- 
gregates of power as these if there were a fairly coherent and generally 
understood body of principles to shape the process. The sad fact, however, 
is that there is not. How should the proceeds from increased productivity of 
labor in manufacturing be distributed between workers, owners, managers, 
and consumers? Ask that question at almost any gathering of union officials 
and employees and what do you start? An orderly and hopeful search for 
facts and applicable principles? You do not, if my experience is any guide. 
You generally start a shouting match, which may degenerate into a brawl, 
and in which all sides feel not merely free but called upon to indulge in 
almost uniimited amounts of economic hokum—primarily because there 
are no respected principles to which to appeal. Indeed, it has been my sad 
impression at times that one is not counted thoroughly qualified for the 
successful practice of industrial relations on either side unless he is ready, 
at the drop of a hat, to unloose a flood of economic pettifogging and ob- 
fuscation. 

For this state of affairs I am much more inclined to blame the economists 
than I am the labor relations practitioners. But that is beside the point. 
The point is that so long as collective bargaining remains such a rough and 
tumble business and the forces involved are so tremendous, I doubt if the 
prospects of having the government keep out of it, in any but the primary 
role of mediator, are very bright. Since I agree in general with Mr. Leiser- 
son’s diagnosis, I realize that this may be tantamount to saying that ! 
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suspect labor relations will continue to be a mess—at least until the econo- 
mists go to work and pound out some principles to guide the distribution of 
the product of industry, not in 1776 nor in the better world to come in the 


A 


‘uture, no doubt, but in the United States of America in 1946. 


CHARLES W. ANnropD: Dr. Mire’s paper contains a comprehensive ap- 
praisal of the present unsatisfactory status of personnel relationships i in the 
public service. Government today is the largest employer in the country, 
mainly due to the fact that, in the last few decades, it has engaged in various 
business activities with which formerly it had no connections. But no gen- 
erally accepted or definite theory of collective bargaining in public employ- 
ment has been developed in the United States so far. There is little law to 
cuide the interested student and almost no litigation directly in point. 

Many public administrators, especially the National Institute of Munici- 

| Law Officers, tend to base their examination of employer-employee 
relationships in the public service on fixed and absolute rules of law formu- 
lated in times gone by. They proceed on the basis of legal logic rather than 

actual life. They simply disregard modern social trends, social groups 

| group relationships, and pay no attention to present-day methods of 
personnel management. No small wonder that their conclusions fail to 
ofler constructive solutions to the crucial social and economic problems of 
ublic employees. 

On the other hand, advocates of collective bargaining in the public service 
ire sometimes inclined to minimize the fact that there do exist certain def- 
inite differences in the very nature of public and private employment which 
have to be taken into consideration in trying to find a fair solution. More- 
over, any attempt to treat alike all public employees without distinguishing 
between the functions and legal capabilities of the various government 

cies easily leads to unrealistic results. 

However, no matter what the legal situation may be in any particular 
govern mental unit, collective bargaining does exist in the public service and 
is increasing steadily. We have collective bargaining de facto regardless of 
the situation de jure. What is needed is a “progressive-uplift” theory of 
collective bargaining in public employment based on the social pattern 

id ethics of the twentieth century which will reconcile the conflicting 
interests. Such theory should then be crystallized into law. The time limit 
allows a discussion of only a few of the interesting issues raised by Dr. 
Mire 

1. H ive public employees a right to form and join unions of their own 


ch oosing? 


* agree with Dr. Mire that public employees’ unions have a rightful and 
egitimate place in the public service. The guiding statute is the Lloyd- 
LaFollette Act of 1912 which provides that postal employees may form and 
jom labor unions, provided they do not thereby obligate themselves to 
engage in strikes.’ Although this Act deals only with postal employees, it is 


3 Stat. 555; 5 U.S.C. Sec. 652; Railway Mail Ass’n v. Corsi, 65 S. Ct. 1483; 89 L. Ed. 
35; Levine v. Farley, 107 F. (2d) 186; cert. denied 308 U.S. 622. 
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commonly assumed that its basic principle is applicable to federal employees 
in general.” And it seems also a fair assumption that what federal employees 
can do should likewise be permitted employees of the states and their politi- 
cal subdivisions. Other commentators have based the right of public em- 
ployees to organize on the first amendment of the Constitution guaranteeing 
“the right of the people peaceably to assemble, and to petition the govern- 
ment for a redress of grievances.” There is no doubt that public employees 
are entitled to form and join labor unions as a matter of principle and law. 
Consequently, official regulations interfering with or restricting that right 
are, in my opinion, untenable. 

2. Is collective bargaining as such between unions of public employees 
and the government compatible with public policy of national and state 
governments or any political subdivision thereof? 

Implicit in the right to organize there has always existed the reciprocal 
obligation on the part of the employer to negotiate and bargain with his 
organized employees. The necessity for such correlative duty is evident, 
for, without it, the right to organize would be meaningless. Thus, since the 
right of public employees to form and join unions can scarcely be disputed, 
it cannot possibly be against public policy if the government negotiates and 
bargains with such organizations on all matters which lie under the author- 
ity of the administrative officers. Dr. Mire has rightly pointed out that the 
exemption of public employees from the provisions of the National Labor 
Relations Acts and most state labor relations acts means only that public 
employees do not enjoy the same protection of their collective bargaining 
rights as do private employees. It may be added that constitutional objec- 
tions obviously influenced Congress against attempting to give the National 
Labor Relations Board authority over employment relations of the states 
and their political subdivisions.* 

Dr. Mire has not addressed himself to the problem of exclusive union 
recognition. The duty to recognize a union representing the majority of the 
employees in a given unit as the sole and exclusive bargaining agent is the 
law of the land as far as private employees are concerned. This is in ac- 
cordance with the fundamental political principle which underlies American 
democracy. The same principle should prevail with respect to collective 
bargaining in the public service, provided, of course, that the union is ope: 
to all qualified employees and, provided further, that no individual em- 
ployee is prohibited at any time from presenting grievances to his superior. 

3. Which basic modifications to the normal details of collective bargain- 
ing are inherent in public employment? 

Dr. Mire’s position on the “closed” or “union” shop calls for clarification. 
For instance, in a recent publication sponsored by the Labor Committee of 
the Twentieth Century Fund, the authors came to the conclusion that “the 
closed shop—viewed as a method for protecting union standards—has far 


? “Government Employees and Unionism,’’ 54 Harvard Law Rev., 1360. 
’ National War Labor Board in re Municipal Government, City of Newark, N. J., 5 Wa 
Lab. Rep. 286 (1942). ; 
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less reason to exist” in public than in private employment.‘ Moreover, the 
meaning of the doctrine of free opportunity underlying the merit system in 
the public service is that every qualified citizen may be employed by the 
sovernment, irrespective of whether or not he is a member of any organiza- 
tion. Pursuant thereto, a court of last resort lately held that a citizen who 
is or is not a member of a labor union cannot, by that fact alone, be barred 
from a position in the public service.’ Dr. Mire has advanced no argument 
which would shatter the force of such ruling. It should also be mentioned 
that, under the British Trade Disputes and Trades Unions Act of 1927, it 
is illegal for public authorities to make membership or nonmembership in 
a trade union a condition of employment by the authority. 

| believe Dr. Mire would have served a useful purpose had he elaborated 
on the differences in the collective bargaining rights of the various groups 
of public employees growing out of the diverse functions and legal powers 
of modern government agencies. The recognition of that distinction has 
sometimes led to the dividing of governmental activities into so-called 
“administrative or nontrading” and “industrial or trading” functions. In 
deciding matters of liability for torts, etc., the courts have long relied upon 
the difference between activities of an essentially or strictly public char- 
acter cast upon the government and those which relate to what may be 
considered its private business. It may be that such differentiation can also 
be used in the field of industrial relations as a guide to a workable demarca- 
tion line. Another school of thought proceeds on the principle that every 
activity of the government within the limits of its power is governmental 
or administrative in character. If one adopts that tenet, another criterion 
based, perhaps, on whether or not the basic operative funds are appropri- 
ated by the legislature) has to be devised to determine the scope and 
methods of collective bargaining in the various governmental units. Further 
research must clarify this complex problem. Yet, whichever doctrine may 
prevail, sound understanding and common sense cannot be blind to the fact 
that, for instance, the employment conditions of a police officer differ 
fundamentally from those of a sales clerk in a state-owned liquor store. 
While collective bargaining as such may be carried on (within the limitations 
| have indicated) with respect to all public employees, it is obvious that its 
range is necessarily narrower in the administrative sphere than it is when 
the government engages in the field of ordinary business. I can hint at only 
some of the more important questions involved. 

For example, it cannot be conceded that employees in the administrative 
agencies, such as the police, fire, sanitary departments, etc., have a right 
to strike against the government. A strike in this branch amounts to an 
obstruction of the proper discharge of essential and typical governmental 
functions as such or even to open insurrection. No government which pre- 
sumes to maintain itself will permit the breakdown of any part of its ad- 


*S. T. Williamson and H. Harris, Trends in Collective Bargaining (New York, 1945), 


p. 160, 


* Mugford v. Baltimore, Maryland Court of Appeals, 10 CCH Lab. Cases No. 62, 850; 17 
Lab. Rel. Rep. 588. 
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ministrative machinery. This doctrine is, incidentally, indicated in the 
Lloyd-LaFollette Act, supra. 

Furthermore, the funds necessary to operate the administrative branch 
or those required to improve existing wages, hours, or working conditions 
can generally not be paid except in pursuance of an appropriation made by 
the legislature. Any attempt to settle these matters through collective bar- 
gaining would amount to a usurpation of legislative power and, therefore, 
would be illegal. Of course, no objections can be raised to lobbying or con- 
ducting joint conferences relative to wages and other matters that do re- 
quire additional money and submitting the result to the proper legislative 
agency. Those procedures may well affect the course of developments but 
they amount only to collective suggestions having no binding force upon the 
government. However, there is still left a wide field for collective bargaining 
regarding such important matters as grievance procedures and assistance 
in the presentation of grievances, seniority and promotion standards, 
training programs, schedule of hours or vacations, health and safety meas- 
ures, rules as to leave of absence, uniforms or working clothes, and so on. 

The situation is altogether different in the trading branch of the govern- 
ment. If the government goes outside the ordinary sphere of governmental 
administration and supplies transportation, light, power, heat, bottled 
mineral water, etc., or operates liquor stores, tourist camps, etc., it acts in 
the same way as a private corporation for gain and profit, and sometimes 
even competes therewith. Money is made and lost on a commercial basis, 
and, generally speaking, no act of the legislature is necessary to obtain the 
operative funds. It is manifest that the nature of the ownership cannot affect 
the collective bargaining rights of the public employees in question.® Apart 
from the possible limitations above mentioned, they are entitled to sub- 
stantially the same collective bargaining rights with respect to wages, hours, 
and working conditions as are accorded to employees in private industry. 
In conformity with a court decision directly in point’ their right to strike 
lawfully for economic reasons cannot summarily be dismissed but demands 
serious study. I do not want to be misunderstood. I certainly do not advo- 
cate strikes in public utilities, but I am of the opinion that such industrial 
disputes should be settled through mediation or voluntary arbitration re- 
gardless of whether the property is owned publicly or privately. But any- 
body who believes in a free society and civil liberties will be very reluctant 
to deny to any social group a basic right, unless, as in the case of admin- 
istrative public employees, the exigencies of the circumstances do clearly 
not allow him any other choice. 

Collective bargaining in public employment is only in its infancy. But the 
same forces which brought about collective bargaining on a large scale in 
private industry are also coming to the foreground in the public service. 
The sooner we adopt collective bargaining in theory and practice, the bet- 
ter will it be for the government, its employees, and the public at large. 

® Local Union No. 876 v. State Labor Mediation Board, 294 Mich. 629; 293 N.W. 809; Nuéter 
v. City of Santa Monica, California Superior Court, 8 CCH Lab. Cases No. 62,323; 15 Lab. 


Rel. Rep. 18. 
7 Village of Celina v. Now, Ohio Court of Common Pleas, 9 Lab. Rel. Ref. Man. 789 (1941). 
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Mark Starr: “Although there may be union executive groups who con- 
stitute a rubber stamp for the president, they are the exception. As a mat- 
ter of fact, American trade unions are far ahead of any other element in 
American life in the operation of democracy,” maintains Robert J. Watt, 
international A.F.L. representative, in a dissenting footnote comment to 
the final chapter, “Report and Recommendations,” in Trends in Collective 
Bargaining, the most recent book on the subject. The bogey of union 
dictators is largely a press creation swallowed by the public in the fear 
which grows out of its ignorance of the trade unions which quintupled 
their membership in the New Deal decade, but only slightly increased their 
public relations activity. 
~ You may want to sandpaper Petrillo but his members like him tough and 
he is expressing the fears of his members against themselves making the 
canned music to play their own funeral march. Would professors like to 
make a recording of their lectures and then take their places in the bread- 
line, despite the fact that some of them sound like that already to their 
students? The parallel, of course, would be the circulation of the canned 
lectures of a few centralized experts. Like Petrillo, they would ask, ““Why 
should the ice man make the refrigerator?” As citizens, we should reply to 
that fear by adequate provision for dismissal wages, plans for retraining, 
and adequate unemployment compensation. The nub of the difficulty in 
music and mining is not the personal behavior of Petrillo or John Lewis. 
Many critics who allege union autocracy and bureaucracy do not like unions 
anyway. But Mr. Taft is not in that class and his thoughtful and scholarly 
paper shows awareness of the difficulty of reconciling democratic controls 
with the efficient administration of unions whose functions now resemble, 
much more closely than in their crusading days, the running of a business 
concern. 

Even the fiercest critic of the third term for the late President Roosevelt 
does not advocate that the president of his bank should be automatically 
retired and the tenure of most corporation heads is more assured than that of 
union presidents. And there are by far more union delegates in the conven- 
tions which re-elect union presidents than shareholders present to re-elect 
say, the president of General Motors. 

Professor Taft shows why collective bargaining demands executive pow- 

ers and union discipline. The point can be well made that local autonomy 
varies according to the scale of the industry. A local of a railroad brother- 
hood could not make a local agreement but a printers’ or building trades 
local can and does. But with nation-wide government orders and legislation 
accelerated in wartime), the power of the union central office grows. A 
union officer, due to be automatically ditched at the end of a given term of 
office, would be more in danger of accepting a job with a government agency 
or the employers’ association. 

Union leaders have to combine the functions of a politician and of a busi- 
ness executive. (See the chapter already referred to for a more detailed 
analysis of the hybrid character required.) 

An increasing number of union leaders would accept Professor Taft’s 
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proposal of an impartial tribunal set up by the unions. All union members 
would benefit from a careful reading of Professor Taft’s paper. 

As a demonstration that some of us are thinking about safe-guarding 
democracy in our unions, may I quote my article, ““Trade Unions: Bureau- 
cratic or Democratic?” to appear in Forum (April, 1946): 


How to meet the difficulty is a complex question. Workers’ education, producing a mentally. 
alert rank and file with a grasp of labor history and philosophy, would be of tremendous as- 
sistance. Educational activities in a union must steer clear between two perils of creating an 
antiadministration opposition clique and a yes-man chorus and thus avoid both blind ac. 
ceptance and constant carping. Obviously union education supports the status quo in union 
administration, just as education maintained by any institution. Yet that should not rule out 
the duty of constructive criticism and the discussion of dissenting opinion in union classes. 
Indeed wise union leaders would encourage this. 

. .. What one can be sure about is that in the union journal and in union meetings channels 
for discussion and criticism ought to be forever kept open, that union officers should welcome 
and encourage ideas and criticisms from the younger members; that those younger members, 
instead of being driven into permanent opposition (and being built up and flattered by the 
communists and outside agencies to be used as their tools, which has happened in the case of 
some right-wing unions) should be given posts of responsibility so that they can sober the 
fanaticism of youth with administrative experience. 

Union leaders and business agents should see that the economic power which they hold 
through the closed shop and the union shop is never used to penalize individuals who disagree 
with them. (A staff member of a union, Will Herberg, in Antioch Review, Fall, 1943, made an 
excellent critical and thought-provoking analysis of this danger.) 

Presumably, bureaucracy exists when means become more important than the end sought 
and when rules and procedures are continued because persons have vested interests in their 
continuance. An awareness of the necessity of constantly examining both means and ends and 
a recognition that they can and must be changed to meet unavoidable changes of growth— 
this would be the best antidote in the unions as elsewhere for bureaucracy. Unions should set 
up a court of appeal to which any member might go in case of suspected black-listing by his 
union, just as he would go to the union if the employer tried to black-list him. In some instances 
the unions should set up such a court of appeal composed of officers in other unions and of 
trusted friends of labor from educational and legal circles. Fundamentally, the development 
of civic intelligence and a keen desire to apply democracy to industry and to trade union 
practices would be the real and lasting safeguards. 


Lioyp G. Reynotps: Professor Taft has catalogued the various practices 
which have caused trade unions to be criticised as undemocratic and there 
is no need for me to retrace this familiar ground. I would like rather to in- 
quire what is meant by the term “democracy” when applied toa trade union. 
How would a perfectly democratic union of five hundred thousand workers 
be governed? By what objective standards can one determine how closely 
a particular union approximates to the democratic norm? Until these ques- 
tions have been answered, there is no analytical basis for a discussion of 
concrete unien practices. Considerations of brevity compel me to state my 
suggestions somewhat dogmatically; but this may have the advantage of 
stimulating further discussion of a problem which has received altogether 
too little attention. 

We are concerned here with only one aspect of the problem of union 
government. The requirements of democratic government are much nar- 
rower and simpler than those of good government. Conversely, an analysis 
of the administrative efficiency or structural perfection of a governmental 
system cannot prove anything about its democratic or undemocratic char- 
acter. 

It is necessary to make this point because some of the allegedly un- 
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democratic developments in trade unions have nothing directly to do with 
democracy and raise only technical problems of governmental structure. An 
example is the growing centralization of authority in national union head- 
quarters. There is actually no evidence that centralization has been carried 
farther than economic circumstances require. Indeed, employers in some of 
the mass production industries complain that there is too little central con- 
trol over the locals. But even if such evidence could be presented, it would 
prove no more than a maldistribution of authority among the various levels 
of union government. A second instance is the extensive delegation of execu- 
tive and even legislative authority to national union officers, who in turn 
employ a sizable nonelective bureaucracy. This tendency, which cannot be 
avoided in any large political unit, presents certain problems of administra- 
tive efficiency and of accountability of officers to the membership. Many 
unions have found ways of ensuring adequate accountability, particularly 
for expenditures of union funds. But even where adequate safeguards do 
not exist, this is a structural defect in union government and does not per 
se raise any issue of democratic principle. 

The key structural requirements of democratic government are general 
suffrage, free election of legislators, and control by the legislators over ex- 
penditures of funds and other executive actions. The constitutions of most 
unions conform very well to these requirements; the major structural de- 
fects are probably the indirect election of national officers by delegate con- 
ventions in most unions and the long intervals between conventions in a few 
unions. But, it is said, governmental practice departs widely from the con- 
stitutional forms; most unions are actually operated by a political machine 
whose members have a strong interest in perpetuating their own positions. 
lhis is largely true but not very relevant. The leaders of any social group, 
being human, pursue their own interests along with those of the group. 
Political machines, far from being undemocratic, are a leading feature of 
democratic government in any political unit larger than a village. If the 
advent of democracy depended on the dissolution of all informal political 
groupings (machines) and on the appearance of pure-hearted leaders, we 
should wait a long time. Actually, democracy requires only that there be 
reasonably free competition among rival machines, and that the self-interest 
of union leaders be canalised in directions beneficial to the membership. 

Where general suffrage and free elections exist, it is to be expected that 
the legislature and the executive will act in a way consonant with the inter- 
ests of at least a majority of the electors. Such action, if not a condition of 
democracy, is at least an immediate result. Can we not, then, use as a test 
of democracy the extent to which the collective bargaining demands and 
other actions of union leaders conform to the short-run or long-run interests 
of a majority of the membership? I do not think so. In the present state of 
economic science, no one can say with certainty what actions would best 
promote the welfare of union members at a given time. Even if it were pos- 
sible to detect deviations of union policy from some norm of economic be- 
havior, investigation would probably reveal that these deviations are not 
primarily due to irresponsible action by autocratic union leaders. On the 
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contrary, they are probably due mainly to the fact that union officers re- 
spond to their members’ opinions on economic matters even when these 
opinions are misguided. 

In short, most of the common “proofs” that unions are undemocratic 
merely prove that the government of many thousands of men scattered 
throughout the United States is a rather complicated matter. There re- 
mains, however, a more searching test of democratic procedure: is the union 
member free to criticize the local or national officials of his union and to 
work openly for their defeat at the next election? Is there a judicial system 
which effectively protects the dissenter against expulsion from the union 
or other forms of political reprisal? Judged by this standard, many unions 
do not fare very well. As Professor Taft has pointed out, definitions of what 
constitutes disloyalty to the union open the door to arbitrary punishment of 
anyone who disagrees with the leadership. The constitutional provisions con- 
cerning the trial of accused members, while usually adequate on paper, 
may not give the member much protection in practice. The problem gains 
greatly in importance from the fact that, in a strongly-organized industry 
with union shop contracts, expulsion from the union may destroy the work- 
er’s means of livelihood. It is true that union leaders may not take political 
advantage of the life-and-death powers thus placed in their hands; but the 
existence of such powers is itself dangerous. Here, then, is the core of the 
problem of union democracy. If there is any need to “do something about 
it,”’ the need lies in this direction. 

Effective safeguards against arbitrary expulsion would not only increase 
the worker’s job security but might also have far-reaching effects on union 
politics. If workers had complete freedom of speech and action, the leaders 
of many unions would be subjected to more vigorous criticism. Potential 
leaders appearing in the lower ranks of the union could develop their talents 
without fear of a purge. The basis would be laid for the development of rival 
machines to the one in power, and the members would be given an effective 
choice of leaders. 

This would mean, of course, an increase of factional conflict in the union. 
While such conflict might keep union officials more sensitive to membership 
opinion, it would also have obvious disadvantages. It would facilitate pene- 
tration of the union by groups interested primarily in promoting a political 
party, or in forming a rival union, or in disrupting the existing union for 
some other reason. Factionalism might embarrass the union in its relations 
with employers and weaken its hand in bargaining negotiations. Union 
officials might be forced to spend most of their time fighting political battles 
within the union instead of furthering the economic interests of the mem- 
bers. 

We are thus confronted with a basic issue of social policy: do we wish 
above all to protect the security of the individual worker in his union mem- 
bership and his job, even though this may lead to weakened and faction- 
ridden unions? Or do we want strong and well-disciplined unions, even if 
this requires authoritarian control by union leaders? The choice involves 
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both economic and political considerations, and powerful arguments can be 

.rshaled on either side. 

Suppose this issue is resolved in favor of maximum protection for the 

rsonal rights of union members. What institutional arrangements would 

« necessary for this purpose? A clear definition of the grounds on which 
mbers may be expelled or removed from union office is obviously desira- 
Given this, the main problem is to devise a way of giving the accused a 

r trial im the court of first jurisdiction. The slowness and complexity of 
appeals procedures is a powerful deterrent to their use; justice must usually 
be done in the first instance if it is to be done at all. Effective reform must 
come, therefore, through improvements in judicial procedure within the 

nion, and particularly through improvements at the local level. Faulty 
edures within the union cannot be remedied very effectively by appeals 
o the civil courts or to some other government agency. 

lime permits only brief mention of the problem of securing a fair trial 
‘or members accused of violating union law. A complete discussion would 
require consideration also of procedure for the trial of union officers and for 
the suspension or revocation of union charters. 

Union members are usually tried initially by officers of their local or by a 
trial committee appointed by the officers, a procedure which has obvious 
disadvantages. A number of unions, however, provide for jury trial beforea 
panel selected by lot or by a secret ballot of the membership, with the accused 
and his accusers having a limited number of challenges. An even larger num- 
ber provide that a member can be suspended or expelled only by vote of 

o-thirds or more of the membership. It would seem desirable that both 
these provisions be adopted where they do not now exist. 

\s regards the appeal procedure, the essential requirements are simplicity 

nd speed. The procedure should not involve more than two steps and 
should be completed within a few months’ time. The member should be 
ntitled to remain in the union and to hold his job pending the outcome of 

s appeal—a provision which already appears fairly frequently in minor 

stitutions. Within the union, appeals should probably be handled not by 
itional executive board but by a separate judicial body chosen from 
the general membership. Final appeal might well lie, as Professor Taft has 

‘gested, in a “supreme court” set up by the A.F.L. or C.1.0. In principle, 
this would offer some of the advantages which citizens of the United States 
enjoy through their right to appeal certain matters from state to federal 

irts. Appeal to the union convention, which is now the last step in most 

ons, is not a useful device because of the infrequency of conventions and 
the basic unfitness of a large legislative body for judicial functions. 

(hese procedural changes would not provide a complete guarantee of civil 

berties within trade unions, but they would go some distance in this direc- 

lt seems highly desirable that the labor movement should itself at- 
tempt to bring the judicial practices of all unions up to the level which al- 
ready exists in the best unions. 


RECENT DEVELOPMENTS IN PUBLIC 
UTILITY REGULATION 


STATE REGULATION IN DEPRESSION AND WAR 


By Bren W. Lewis 
Oberlin College 


I. Introduction 


Periods of great, rapid, and unpredictable economic and industrial 
change place the greatest demands upon institutions of public control, 
and afford the most revealing tests of their capacity and performance. 
For the past fifteen years, state regulation of public utilities—one of our 
oldest and most completely accepted institutions of control—has been 
conducted in an atmosphere of “emergency.” Since 1929 state regula- 
tion, beset by “federal invasion” and ‘public projects,” has battled, 
successively and without appreciable relief, with “depression” and 
“war.’’ Whatever the quality of its performance may have been througb- 
out the period, its operation has been conducted in surroundings so 
dominated by the shrieking and bellowing of rival claims to attention, 
that students of public control, as well as the general public, have been 
left quite unfamiliar with its record, and in poor position to apprais: 
any significant implications which the record may hold. 

In years past we have often thought that public utility regulation was 
of consequence, not only because of the importance in our economy of 
the utility industries, but because it afforded us something of a con- 
tinuing laboratory experiment in public control—an experiment that 
might have significant bearing on the issue and the problems of an ex- 
tension of government regulation into industrial fields hitherto believed 
to be adequately controlled by the processes of competition. At the 
moment we are all—controllers as well as controlled—sick of controls; 
we have rid ourselves of many, and we shall certainly rid ourselves of 
many more before we begin again to replenish the armory. But, if any- 
thing is certain in the world that lies directly ahead—huge corporations, 
gigantic unions, monopolistic and oligopolistic markets, trade barriers 
and rigidities and pressures—it is that the issue and the problems oi 
positive government action to direct and to restrain economic activity 
over wide areas will be with us again—shortly, and urgently. It will be 
worth while, then, to look back to the old familiar battlefield of state 
regulation from which in recent years we have been drawn away by the 
more glittering exhibitions offered by the National Recovery Admin- 
istration and the Office of Price Administration, and to see what hap- 
pened to veteran control troops when, with years of training, experience, 
and tradition behind them, they were given their most exacting assig2- 
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ment. We may control public utilities with a measurable degree of 
success, of course, and still remain unconvinced that industry over a 
wider front either should be regulated or that it can be regulated suc- 
cessfully. The situations certainly have as many elements of dis- 
similarity as of likeness. None the less, we cannot afford to shut our 
eyes to the light which state regulation of public utilities for the past 
forty years, and particularly for the past fifteen years, is capable of 
shedding upon the larger issues that are bound to emerge. 

State regulation of public utilities at the close of 1945 is substantially 
different from state regulation in 1930, and it will be our task to trace 
briefly and to appraise the changes that have taken place. It will be 
difficult to assign causes in all instances, but we shall attempt to dis- 


tinguish between regulatory developments that seem to have been 
undertaken directly to meet depression and war problems per se, and 
those which, although they may or may not be traceable to pressures 


growing directly or indirectly out of the depression and the war, are 
more appropriately to be thought of simply as changes occurring with 
the passing of time and the accumulation of experience; i.e., the “secular 
trend” in regulation. 


II. State Regulation and the Depression 


State regulation responded slightly, haltingly, and stiffly to the chal- 
lenge of the depression. The “philosophy” of the better staffed and 
more alert state commissions was that consumers, hard hit by the 
depression, should be protected from rates criginally set to match 
prosperity conditions, and that public utilities should not be favored 
above all other industries by being permitted to continue to charge 
prosperity prices for their wares. There was some talk on the part of the 
more “advanced” commissions, of the relationship of price rigidities to 
the prolongation and intensification of depression conditions. 

Manifestations of the approach of those state commissions which 
were stirred to action by the depression took the form of (1) investiga- 
tions on the commission’s own motion where state statutes permitted 
such aggressive conduct; (2) the emplovment of temporary rate orders, 
the substitution of ‘‘rate negotiations” for formal proceedings, and the 
increased use of short-cut methods in order to cut through red tape and 
render speedier relief; (3) the calling of expert witnesses, from academic 
and financial circles, to testify on general economic conditions; and (4) 
the establishment of lower rates of return as “fair” in setting standards 
ior reasonable rates under depression conditions. The results, where 
these manifestations occurred, were expressed in enforced rate reduc- 
tions or, more frequently, in refusals of requests for rate increases to 
compensate for diminished consumption. 
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This philosophy and these manifestations and results were far from 
universal; in fact in their articulate and vigorous form they were quite 
rare. Indeed, an examination of the cases reported in Public Utilities 
Reports for the years 1930-35 is startling not for the instances in which 
rate adjustments to meet, either superficially or basically, the challenge 
of the depression were under consideration, but, rather, for the volume 
of rate cases—cases involving the prices of essential services furnished 
by key industries—in which the modern world’s greatest economic 
cataclysm, then raging, was not even mentioned. 

In those cases in which depression conditions were explicitly discussed 
the inclination was quite general to require utilities to share the eco- 
nomic lot of the community in the interest of “fairness.”” Some com- 
missions, however, felt that stable rates (sometimes identified with 
constant returns) uninfluenced either by prosperity or depression were 
to be desired above flexible rates (and fluctuating earnings) responsive 
to conditions outside the industry.' Other commissions pointed out that 
since utilities had not been allowed to enjoy cream in times of pros- 
perity, they should not be subjected to skimmed milk in times of de- 
pression.’ Still another, possibly confusing secular with cyclical con- 
siderations, argued that electric utility rates should not follow com- 
modity prices downward in a depression, since the curve of commodity 
prices in the years before the depression had been upward, while 
domestic utility rates throughout the period had been going down.’ On 
the other hand, some commissions pointed out that utility earnings in 
predepression years had in fact been very high relative to earnings in 
other industries; that operating expenses were now much lower;’ and 
that, because of the increased purchasing power of the dollar, utility 
rates and earnings could be reduced without materially changing the 
“real” earnings of the utilities.* It was pointed out in some cases that 
reduced rates representing the new “lower value” of utility services 
were quite as much in the interest of the utilities (through maintenance 
of the demand for their services) as of consumers.’ Some little point was 
made of the propriety of adjusting the rate of return element in the 
legal standard of utility earnings to reflect the change in general eco- 


' See, e.g., Smith v. Birmingham Gas Co. (Ala.), P.U.R. 1932 B, 241 (1932). 

2 See, e.g., Saugus v. Lynn G. & E. Co. (Mass.), 2 P.U.R. (N.S.) 433 (1934); and Stutigar! 
v. Arkansas P. & L. Co. (Ark. F.F.T.) 5 P.U.R. (N.S.) 161 (1934). 4 

8 City of Detroit v. Detroit Edison Co. (Mich.) P.U.R. 1933 E, 193 (1933). The Commission 
was severe in its condemnation of “politicians” who incited the unthinking public to demand 
rate reductions. 

* See, e.g., Re Rates and Rate Structures (N.Y.), P.U.R. 1933 E, 451 (1933), 461. 

5 See, e.g., Re Electric Rates for Cotton Ginning (Okla.), P.U.R. 1933 A, 243 (1932); and Re 
Cities Service Co. (Kan.), P.U.R. 1933 A, 113 (1932). 

® Re Lone Star Gas Co. (Okla.), P.U.R. 1933 C, 1 (1933). : 

’ Gehrke v. Interstate L. & P. Co. (Wis.), P.U.R. 1933 C, 154 (1933); and Re Cortaro Wale 
Co. (Ariz.), P.U.R. 1932 D, 525 (1932). 
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nomic conditions;® and in one case it was remarked that the most that 
any business could ask in such perilous times was simply to stay alive.® 

By far the most elaborate and thoroughgoing attack by any state 
commission on the problems of utility rates in times of depression with 
which I am familiar, was that of the Wisconsin Public Service Com- 
mission in the State-Wide Telephone case.’° In the hearings preceding, 
and in the opinion rendered in the first of the temporary orders issued 
in the case, the Commission made its significant contribution. The rate 
reduction, of 125 per cent, was based on a “necessary dividends” rather 
than “fair return on fair value” analysis. The reduction in itself was not 
particularly noteworthy, but the nature of the evidence and the charac- 
ter of the Commission’s analysis and discussion were decidedly novel. 
The Commission arranged for the submission of testimony by several 
' departments of the state government and by a group of nationally 
recognized economists, directed to the prevailing depression in its larger 
+ as well as in its local aspects. The evidence bearing on current economic 
conditions in Wisconsin portrayed the devastating effect of the depres- 
» sion upon employment and incomes of wage earners, upon the prices of 
' farm products and the incomes of farmers, and upon the incomes of 
' manufacturing and retail trade corporations. On the other hand, the 
evidence relating to revenues, dividends, and surpluses of Wisconsin 
' utilities led the Commission to conclude that the effects of the depres- 
) sion on the larger Wisconsin utility corporations had been slight com- 
pared with the effects on all other economic groups in the state. Econo- 
mists testifying on the general economic situation gave evidence on the 
subnormal levels of prevailing prices, business activity, production, and 
employment; and stressed price rigidities and disparities as major 
factors prolonging and intensifying the depression. 

Utility prices were shown to have been extremely rigid and telephone 
rates in Wisconsin to have moved only upward since 1929. The evidence 
was clear that regulated utilities in Wisconsin received rates of return in 
prosperity which compared favorably with returns received by success- 
ful unregulated corporations, and that in depression utilities fared much 
better than other corporations. 

The Commission summarized its philosophy of the bearing of depres- 
sion conditions upon utility rate making in the following terms: 


* Re Patrons of Clinton E. L.& P. Co. (Conn.), P.U.R. 1933 A, 467 (1932); Re West Jefferson 
P.& L. Co. (Ohio), P.U.R. 1933 D, 163 (1933); and Wauwatosa v. Wauwatosa Gas Co. (Wis.), 
P.U.R. 1933 D, 489 (1933). 

* Department of Public Works v. West Coast Telephone Co. (Wash.), P.U.R. 1933 A, 487 

“See 2 Wis. P.S.C. 106 (1932); 4 ibid., 201 (1933); 6 ibid., 315 (1934); 12 ibid., 1 (1936); and 
Wisconsin Telephone Co. v. P.S.C. of Wisconsin, 287 N.W. 122 (1939). I have discussed these 
cases more fully in TNEC Monograph No. 32, Economic Standards of Government Price Con- 
frol (1941), pp. 18-21. 
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The existence of an economic crisis which has paralyzed business and impoverished jp. 
dividuals, is relevant in this proceeding in the following respects: (1) It constitutes an added 
reason for putting into effect an interlocutory temporary order without waiting upon the fina! 
results of the investigation; (2) it constitutes authority for a summary procedure . . . ; (3) js 
affects and measures the value of service rendered by the company, one of the essential factors 
in determining the reasonableness of rates; (4) it establishes the great increase in the purchas. 
ing power of the subscriber’s dollar and of the dollar which the company pays its paren: 
corporation in dividends; (5) it affects the reasonableness of the return to which the com. 
pany is entitled.” 

It will be appreciated that in this most distinguished attempt by any 
regulatory commission during depression years to adjust utility rates 
in response to cyclical factors, no involved theory of pricing in pros. 
perity and depression was advanced. The keynote was “fairness to the 
parties.” It was enough—as an expression of this keynote, and not of 
any theory of economic allocation-equilibrium—that utility prices be 
herded into the general vicinity of other prices. We may be very certain 
that any notion of employing utility prices positively and independently 
to test theories about the achievement of full use of economic resources 
did not concern the Commission. 

The Commission’s attack on the problem of depression rates in this 
case was not imaginative and spectacular, but it was sound in approach 
and thoroughly workmanlike in execution—and it is easily distinguish- 
able among state regulatory proceedings of the period for exactly this 
reason. What might have happened to the blood pressure of the Wis- 
consin Supreme Court if the Commission had really allowed its imagina- 
tion any leeway at all in the case is indicated by the following excerpt 
from the Court’s opinion in Wisconsin Telephone Co. v. P.S.C. of Wis- 
consin (cited above), in which the Court completely overran the 
Commission’s restrained reasoning and mild rulings, and, incidentally, 
offered its own critical commentary on the cyclical downswing in eco- 
nomic theory: 


Nor do we find that the statute confers upon the commission any power to relieve the 
economic condition of consumers by taking property away from the utility and awarding it 
to its patrons. What the statute authorizes the commission to do after it has found that exist- 
ing rates are unjust and unreasonable is to establish a just and reasonable rate which has been 
defined over and over again. If the commission were empowered to review the whole internal 
economy of the state, its postulates and arguments might sustain the conclusion that it 
reached. Within the limits of its statutory authority, however, it had no right to give dominant 
weight to economic theory in the face of the statutory command. Recent years seem to have 
pretty thoroughly demonstrated that economic theory is vague, uncertain, and undependable 
and that predictions based upon it are not reliable. It seems to be in constant need of repair 
and readjustment.” 


The movement to speed up the processes of regulation during the 


2 Wis. P.S.C. 106, 116 (1932). ; 

2 Just to keep the record straight, I should like to introduce in rebuttal the statement 0! 
Mr. Justice Frankfurter, concurring separately in Driscoll et al. v. Edison Light & Power (0. 
307 U.S. 104 (1939), 122: ‘The determination of utility rates . . . does not present questions 
of an essentially legal nature in the sense that legal education and lawyers’ learning allore 
peculiar competence for their adjustment. These are matters for the application of whatever 
knowledge economics and finance may bring to the practicalities of business enterprise. 
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depression was more general, pronounced, and vigorous than were the 
formulation and promulgation of special theories of depression rate 
making. Again, however, one looks to a handful of states for examples. 
The setting of temporary rates was not a new device in the thirties, nor 

; its use confined solely to “emergency”’ cases. The depression em- 
phasized the need for speedier action on rates than could be had by 
resort to typical extended “fair value’”’ rate procedure, and several 
states responded, with and without the benefit of special statutes—and 
with varying success in the courts—by fixing rates on the basis of im- 
mediately available property records after summary proceedings. 
Provision was made for “‘final’”’ determinations on the basis of customary 
procedures and trappings, and for compensation to the utility for any 
deficiency in earnings received under inadequate temporary rates." 
Rates fixed by mutual consent of utilities and commissions after ‘“‘nego- 
tic ition, in lieu of formal cases, are another example of an old device re- 
furbished and increasingly employed by reason of the depression; and it 
can scarcely be doubted that the emergency situation generated by the 
depression also prompted several commissions which had long been 
content to postpone any rate activity until consumers or utilities made 
application for changes in rates to institute proceedings resulting in 
sweeping rate revisions on their own motion.” 


III. State Regulation and World War IT 


The story of rate regulation by the states during the war can be 
quickly told. The coming of the war, including the earlier European 
phases, was expected to increase the difficulties of utility operation and 
regulation by increasing the costs of production and distribution," and 
there was considerable speculation as to whether or not state commis- 
sion regulation would be alert to and fully able to discharge its responsi- 
bilities to consumers and utilities during the troublesome period of great 


st and and rising costs. It was recalled that commission regulation had 
undergone a trying ordeal in the first World War, when in many cases 
it had served, in the face of public protests, as an avenue of escape 


for utilities from the combination of rising costs and fixed-rate fran- 
hi 
cnises. 


In fact, in World War II, the problem of rising costs was at no time 


cy. I. R. Barnes, The Economics of Public Utility Regulation oe York, 1942), p. 299 ff. 

see, a " other state laws providing for temporary rates, Sec. 114 New York Public 

e Law, Laws of New York, 1934, Ch. 287; and Sec. 309, 310, Pennsylvania Public 

y L aw (Act of May, 1937, Laws of Pennsylvania, 1937, No. 286). 

rhe New York Commission was particularly addicted to the ‘ ‘negotiation” device during 

us period; and the Wisconsin Commission was conspicuously alert to attack rate problems 

de _ nitiative. See also Re Utility Rates During Economic Emergency (Pa.), 3 P.U.R. 

(1934). 

"See F. X. Welch, “What’s Ahead for Utilities—1942?” 29 Public Utilities Fortnightly 

hereatter cited “P.U F. “) 69 (Jan. 15, 1942). 
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serious. Most utilities were well fattened at the outbreak.” The rise jp 
operating costs was kept well in hand by the nation’s general attack on 
inflation, and by the shortages of materials and supplies which led to an 
inevitable postponement of much expenditure for maintenance. On the 
revenue side, the great increase in volume consequent upon war needs 
and demands, and provided for by fuller use of existing capacity, more 
than offset most increases in costs. In consequence, few pinches de- 
veloped, and the general downward trend in utility rates continued 
throughout the whole period of the war.!* 

Utility pressure for increased rates was not great, and state com- 
missions quite generally gave support to the OPA “hold-the-line” 
doctrine, both in cases in which the OPA intervened and in those in 
which the commissions clearly were giving expression to their own anti- 
inflation sentiments.'!® On the other hand, rate increases in individual 
cases were by no means unheard of.” 

There was some resentment expressed by state commissioners at 
OPA interference, but on the whole the OPA and the state commissions 
complemented each other’s price activities quite effectively throughout 
the period.” There was a handful of controversies between the OPA and 
the state commissions in cases involving jurisdiction and “automatic” 
increases under sliding scales and fuel clauses, but these were few and 
relatively unimportant.” 

There was, naturally, a slowing up in the movement to force or 
encourage rate reductions for the purpose of stimulating fuller use of 
capacity, but rate schedule changes to induce off-peak uses of facilities 
were not completely halted.” 


17 See F. J. McDiarmid, “What Values Exist in Holding Company Securities?” 29 P.U.F. 
21 (Jan. 1, 1942), 26. 

18 See 29 P.U.F.499 (Apr. 9, 1942); 30 P.U.F.499 (Oct.8, 1942); and footnote 48, following 
Particularly on the telephone situation, see R. C. Wakefield, ““Problems Arising in Regulating 
the Communications Facilities of the Nation in the Interests of the Present War Effort” 
(address before the Public Utilities Section of the American Bar Association), 30 P.U.F. 5% 
(Oct. 22, 1942). And see J. D. Walker, Jr., “Refunds Rather than Rate Cuts During the 
War,” 32 P.U.F. 349 (Sept. 16, 1943), for a discussion of the plan introduced by the Arkansas 
Commission to provide periodic refunds of excess earnings to consumers, in lieu of rate reduc- 
tions. For an interesting but quite inconclusive chart designed to reflect the war-rate policies 
of the several commissions, see the Proceedings of the 55th Annual Meeting of the National 
Association of Railroad and Utilities Commissioners (hereafter cited N.A.R.U.C. Proceedings), 
134-141 (1943). 

19 See, e.g., Re Wisconsin Telephone Co. (Wis.) 43 P.U.R. (N.S.), 193 (1942); and Re Western 
Kentucky Gas Co. (Ky.) 49 P.U.R. (N.S.), 129 (1943). 

2° See, e.g., Re Greenfield Gas Co. (Ind.), 45 P.U.R. (N.S.), 101 (1942); Re United Telephone 
Co. (Ind.), 52 P.U.R. (N.S.), 227 (1944); Re Eastern Indiana Gas Co. (Ind.), 50 P.U.R. (N.5.), 
5 (1943); Dept. of P.U. v. Fall River Gas Works Co. (Mass.), 43 P.U.R. (N.S.) 129 (1942); 
Groton-Ferney Mutual Telephone Co. (S.D.), 57 P.U.R. (N.S.) 149 (1945); and Re Pennsyloanta 
P. & L. Co. (Pa.), 44 P.U.R. (N.S.) 133 (1942). : a 

*1 See 1942, N.A.R.U.C. Proceedings, 45, 161; and 1944 N.A.R.U.C. Proceedings, 30. See 
also F. X. Welch, “How Will the O.P.A. Fix Gas and Other Utility Rates,” 30 P.U.F. 4 
(Oct. 8, 1942). 

® See 1943 N.A.R.U.C. Proceedings, 146, 161, 240, 294; and the District of Columbia Gas 
cases: Re Washington Gas Light Co. (D.C.), 46 P.U.R. (N.S.) 1, 45, 50 (1942); Byrnes v. 
Flanagan (U.S.D.C.), 47 P.U.R. (N.S.) 1 (1943); Washington Gas Light Co. v. Byrnes (U.5“- 
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State commissions, in company with federal agencies directly con- 
cerned and responsible, gave increased attention to control of the dis- 
tribution of utility service for war uses, and there was probably some 
tendency to slow up the introduction or trial of regulatory innovations.” 
There was considerable preoccupation with the question of wartime 
taxes (whether or not to include them in recoverable operating expenses, 
and whether or not to reduce rates and earnings in order to permit con- 
sumers to retain funds which otherwise would be channeled, almost 
entirely, through the utility to the federal government in the form of 
excess profits taxes). Although neither of these developments was of 
more than transitory significance, it is worth noting that commissions 
were sharply split on both issues.” 

It may be concluded, simply, that in this war, at least, the quality of 
state regulation was reasonably steady, if not inspired; and the con- 
clusion is suggested that this kind of job, i.e., ‘sitting on the lid,” where 
nothing more is imperatively demanded, is peculiarly within the com- 
petence of state regulation. 


IV. State Regulation, 1930-45—The Secular Trend 


The whole story of state regulation of public utilities during 1930-45 

a very important period in its development, by the way—is not 
disclosed by a recital and appraisal of those regulatory activities which 
were designed and undertaken primarily to grapple with the problems of 
depression and war; indeed, the most significant parts of the story still 
remain to be told. 

It will not be questioned that state regulation generally today is better 
informed, more expeditious, more accurately pointed and tighter in the 
seams than it was sixteen years ago. These qualities are not universal 


50 P.U.R. (N.S.) 33 (1943); and Vinson v. Washington Gas Light Co. e al., 321 U. S.489 
e Re Georgia Power Co. (Ga), 44 P.U.R. (N.S.) 69 (1942); Re Wisconsin Electric Power 
Co. (Wis.), 56 P.U.R. (N.S.) 242 (1944); and M. R. Kynaston, “Making the War Work for 
Utilities,” 29 P.U.F. 465 (Apr. 9, 1942). 
“See 1941 N.A.R.U.C. Proceedings, 41-45; 526-539; 1942 N.A.R.U.C. Proceedings, 156; 
F. X. Welch, “Should the State Commissions Help Ration Utility Service,” 29 P.U.F. 477 
\pr. 9, 1942); and 29 P.U.F. 306 (Feb. 26, 1942). 
% See N. L. “al “The Outlook for Regulation,” 16 Journal of Land and Public Utility 
conomics, 3&6 { 
~~ On the inclusion of war taxes as operating expenses to be covered by rates, see Detroit v. 
P inhandie Eastern Pipe Line Co., 3 F.P.C.273 (1942); Re Eastern Indiana Gas Co. (Ind.) 50 
PUR. (N.S.) 5 (1943); Re Northern States Power Co. (N.D.) 55 P.U.R. (N.S.) 257 (1944); 
Ke Aentucky-Tennessee L. & P. Co. (Ky.), 46 P.U.R. (N.S.) 277 (1942); 1943 Annual Reft., 
necticut Public Utilities Commission, 11-12; 1942 N.A.R.U.C. Proceedings, 295; 1944 
R U 418; and R. W. Peterson, “War Taxes and the Utilities,” 32 
r. 251 (Sept. 2, 1943). 
<n tederal taxes versus rate reductions, see particularly the Michigan cases—City of 
per V . Detroit Edison Co. (Mich.), 50 P.U.R. (N.S.) 1 (1943); City of Detroit v. Michigan 
ben Mich. Sup. Ct.), 54 P.U.R. (N.S.) 65 (1944); and City of Detroit v. Detroit Edison Co. 
uPiy P.U.R. (N.S.) 1 (1945)—and E. R. Abrams, “Federal Taxes or Rate Reductions,” 
207 (Aug. 17, 1944). 
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and evenly distributed among the state commissions, and there is, to be 
sure, plenty of room for improvement even at the highest prevailing 
levels. Further, it must be borne in mind that we are talking about a 
continuing process in forty-eight states, and that within each a cut in an 
annual appropriation, a change in governor or in the personnel of the 
state supreme court, or a resignation of an outstanding commissioner or 
of a key man on the commission’s staff may be quite enough to injure 
materially the substantive quality of regulatory performance, and to 
drop a “good” commission into the ranks of the “ordinary.” I may add 
that “ordinary” commissions, taking pride in their complacency, are 
more of a menace to the future of regulation than are the ‘“‘bad’’ com- 
missions whose patent prejudices and deficiencies are likely to evoke 
early public reaction. 

The principal forces contributing to the extent and character of the 
upward trend, apart from the gradual improving effect of time itself, 
have been, in my judgment, the institution of the federal utility regula- 
tory agencies (the Federal Power, the Securities and Exchange, and the 
Federal Communications Commissions) which have closed major gaps 
in the regulatory system, and the performances of which have served 
to inspire and set the pace for state commissions (at least those state 
commissions not wholly immobilized by a morbid fear of ‘federal in- 
vasion’’); the institution of major federal power projects, such as TVA 
and Bonneville; decisions by a reconstituted United States Supreme 
Court which seem finally to recognize the functional character of 
regulatory agencies and processes in the modern economic world; and, 
finally, intensified and more significantly directed activity on the part 
of the National Association of Railroad and Utilities Commissioners. 

As far as the effect of time itself is concerned, it is clear that by 1930, 
improvement in the quality of state regulation was long overdue. State 
regulation was in the doldrums at the close of the twenties, and public 
dissatisfaction was spreading. State commissions pretty gener rally were 
resting on their oars, and there was a strong and growing demand, par- 
ticularly from the larger centers, for a return to the municipalities of 
regulatory powers which had been transferred earlier to state commis- 
sions. There was sentiment, as well, for an extension of municipal owner- 
ship and operation of utilities. The slowing down of commission regula- 
tion at this time, however, proved to be only a breathing spell, and in 
the six or eight years immediately following, that is, in the first half o! 
the period under consideration in this paper, regulation by state com- 
missions was almost startlingly revivified. One state commissioner, wh0 
was later to become administrator of the federal power project at Bonne- 
ville, wrote in 1936: “... commission regulation has received new 
life from our legislators during the past six years. . . . During the past 
six years we probably have had more new regulatory legislation passed 
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than in any other similar period in our history.’””’ Commenting on the 
situation four years later in a statement prepared for the Brookings 
Institution, I was sufficiently struck by the rapidity and sweep of the 
development to say: 


lhe movement has not been even, of course, and the resulting picture is far from sym- 
metrical, but the effect has been to leave only a handful of state commissions conspicuously 
»otent, to round out the powers and facilities of the great bulk of commissions in a degree 
-eviously attained only by the more advanced, and to equip and empower a substantial 
number of commissions as completely as could be desired by the most enthusiastic proponent 
commission regulation . . . the trend of regulatory legislation at the present time [1940] is 
in the direction of a complete acceptance of the administrative commission approach and re- 
forcement of its processes, inclusion within the regulatory fold of all aspects of utility 
operation which may affect rates and service, even indirectly, closing channels through which, 
in the past, regulatory efforts have been thwarted, and placing the entire regulatory process on 
a factual, business-like basis.** 


Fortunately, however, I took care to distinguish between the outline of 
the regulatory structure and the actual practice of regulation—a dis- 
tinction which we must be careful to draw in appraising the trend from 
1930 to 1946. In 1940, I added: 


iccount of the new legislation affecting utilities commissions during this period does 

nvey an accurate impression of the change in regulation, since many of the new powers 

nused in the hands of indifferent commissioners, and many commissions are making 

greater progress in regulatory practice under old general powers than some of their con- 
temporaries are making under new specific grants. . . . ° 


To turn to specific identifiable forces bearing on the regulatory trend: 
the reconstituted FPC, and the newly established SEC and FCC were 
thrust by Congress into breaches in the regulatory line which by the 
early thirties had become too notorious to be longer ignored—notably 
the areas of interstate wholesale rates, intercorporate contracts, and the 
structure and operation of utility holding company systems. In dis- 


charging their duties, the federal agencies have displayed technical skill, 
imagination, and driving force in a measure fully commensurate with 
the responsibilities and opportunities of their key positions. By dealing 
tirmly and effectively with phases of utility operation which lie on the 
iringes of and_are inextricably interwoven with those operations which 
the states alone must control, by their substantive accomplishments, 


and by the example which they have set of competence in regulatory 
performance, the federal commissions, in the short space of time since 


+h 


their inception, have markedly influenced the quality of regulation by 
their associates in the states. 


Paul J. Raver, Report on “Progress in Public Utility Regulation,” 1936 N.A.R.U.C. Pro- 
lings, pp. 361-362. It might be noted that several states established official committees in 
‘he late twenties to investigate and make recommendations on public utility regulation. The 
New York investigation, resulting in four volumes (3,045 pages) of reports, hearing, and 
exhibits, was particularly thoroughgoing and complete. 

“Lyon, Abramson, and Associates, Government and Economic Life (The Brookings Institu- 
“ion, 1940), Vol. 2, pp. 643-044. See the description of the Pennsylvania Public Utility Law of 
'95/, thid., OAS ff.; and for a recent survey of state commission powers and functions, see I. R. 
barnes, op. cit., pp. 176-194 and 205-217. 

“ Lyon, Abramson, and Associates, of. cit., p. 643. 
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It is undoubtedly true that state regulation has failed to develop to 
its fullest in the past, at least partially because of its immunity from 
competition and its freedom from anything resembling an objective test 
of its performance. Both of these deficiencies were reduced in the period 
under survey. Bonbright has commented that: 

... from the standpoint of immediate influence on electric utility rates, the [Federal Power! 
Commission’s most significant accomplishment has been its annual publication of “Typica!” 
electric bill comparisons, whereby the retail electric rates charged in one community may be 
compared to the rates charged elsewhere throughout the nation. Despite the fact that these 
comparative bills have seldom been recognized by courts or commissions as valid evidence of 


the reasonableness of the rates charged by any one company, they have had a potent effect in 
jnducing utilities to reduce rates shown to be out of line with the general trend.” 


There is plenty of reason to believe that the rate comparison studies 
have played a part, too, in stimulating state commissions to move ag- 
gressively toward power rate reductions. In a very real sense, of course, 
state commissions, as an integral part of the system of regulated 
privately-owned public utilities from which the consumers of this coun- 
try obtain the great bulk of their utility services, are “on trial.” Until 
recent years, however, the trial has been largely of an academic charac- 
ter because of the absence, on any significant scale, of an acceptable 
alternative. But with the institution of the Tennessee Valley and Bonne- 
ville projects our state public utilities commissions no longer live in an 
insulated world. ‘Public projects, operating without restraint and under 
a pricing philosophy which seeks revenue through expanded rather than 
retarded output, offer a tremendous challenge” to private utilities and 
to the state commissions which set the limits within which utility deal- 
ings with consumers are conducted—and this whether the public pro- 
jects be regarded as “yardsticks,”’ “clubs,” or “divining rods.’ 
Students have realized for many years that state regulation can never 
attain its full stature until it is free to set its sights beyond the mere 
protection of mystically defined property rights in case-by-case adver- 
sary litigation, and can come to rest its continuing administrative proc- 
esses upon records and market realities rather than upon revelation— 
until, in short, it becomes less attractive for utilities to seek earnings 
by exploiting the regulatory systems of the states than by getting down 
to the business of producing and marketing utility services. It wil 


© J. C. Bonbright, “Contributions of the Federal Power Commission to the Establishment 
of the Prudent Investment Doctrine of Rate-Making,” 14 George Washington Law Review, | 
(Dec., 1945), 149. For further comments on the use and limitations of comparative tale 
studies, see 1941 N.A.R.U.C. Proceedings, 369 ff. ; 

31 See my “The Role of the Federal Power Commission Regarding the Power Features © 
Federal Projects,” 14 George Washington Law Review, 96 (Dec., 1945), 101; and see 1%! 
N.A.R.U.C. Proceedings, 62; and Report of the Joint Committee Investigating the TVA, '° 
Cong., ist Sess., Sen. Doc. 56, at 198. In my judgment it is in its disclosures of the hitner'e 
hidden and unexplored reaches of demand elasticity rather than in any “yardstick” demonst'® 
tion of the lower costs of public operation, or in brandishing the “club” of impending syste” 
competition, that the TVA is making its most significant contribution. 
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hardly be disputed that the position on rate valuation taken by the 


0 ° 

United States Supreme Court from the late nineties of the last century 
7 until nearly the close of the fourth decade of the present has been a 
4 most powerful force adversely conditioning the attitudes and the regu- 


latory policies of the state commissions. The edge of the mystic veil was 
lifted, hesitantly, by the Court in Los Angeles G. & E. Corporation v. 
Railroad Commission of California (289 U.S. 287), 1933, and in Lind- 
be heimer v. Illinois Bell Telephone Company (292 U.S. 151), 1934; and 


x was apparently thrown completely aside in F.P.C. v. Natural Gas Pipe 
in Line Company (315 U.S. 575), 1942, and in F.P.C. v. Hope Natural 
Gas Company (320 U.S. 591), 1944. (I say “apparently” because one 
es must rely upon appearances, and the lighting effect in these proceedings 
g- was not too good. I will suggest that anyone having more than a passing 
e, acquaintance with the vagaries of the judicial mind will not be among 
ad the first to predict that the world has looked its last upon the veil.) 
n- I shall have something to say presently about the substantive prob- 
til lem of rate valuation involved in these decisions. I should like here to 
c- stress the proposition that the Supreme Court seems to have come at 
le the moment to accept the view of Chief Justice Stone (dissenting in 
e- United States v. Butler, 297 U.S. 1, 87; 1936) that “courts are not the 
m7 only agency of government that must be assumed to have capacity to 
er govern,’ and to begin, at least, to interpret its own function under the 
an “due process” clause of the Constitution in terms of procedure as dis- 
nd tinct from substantive policy. It may be, thus, that the period we are 
al- discussing has seen the beginnings of the emancipation of state regula- 
0- tion from the shackles of judicial dictation on matters of policy. It 
should not escape us, however, that if this is true, state regulation has 
er been deprived as well of its hardest working alibi. It would appear hence- 
Te forth to be free; it is also “‘on its own!’’*? 
- We have spoken of developments in valuation for rate making in our 
\C- comments on the newer attitude of the Supreme Court toward adminis- 
= trative agencies. It remains to treat the matter directly. As a result 
gs both of state and federal action, valuation for rate-making purposes— 
Wn the most confused and confusing concept in the history of regulation— 
ill seems finally to have permitted itself to be roped and tied—how securely 
remains to be seen. I shall not re-regale you with a diatribe upon the 
a iniguities of reproduction cost and fair value, or attempt to estimate 
rate the full measure of the damage they have done to effective regulation, 
” in terms of cost, delay, acrimony, and looseness. Under the Constitution 
c “ For summaries of other court decisions indicating that the judiciary is attaching increased 
ert wag to ( ommission findings, see 1941 N.A.R.U.C. Proceedings, 482; 1942 N.A.R.U.C. Pro- 


ceedings, 243; and 1943 N.A.R.U.C. Proceedings, 283. Another related source of delay and 


contusion in the matter of judicial review was eliminated by the passage in 1934 of the Johnson 


tem 
Act (48 Stat. L. 775). 
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as presently interpreted it seems at last to be the case that commission. 
fixed rates do not violate the “due process” clause of the Constitution 
if they are calculated to produce earnings high enough to support the 
utility’s financial structure even though they are not high enough to 
provide a fair return upon the reproduction cost of the utility’s property. 
or upon some hybrid trance-revealed “fair value” figure lying between 
reproduction cost and actual investment, or, for that matter, even upon 
the actual investment figure itself. It is probably not the case, however 
that the Constitution requires the financial structure of the utility to 
be supported by earnings irrespective of the underlying investment. [t 
seems certain, then, that constitutionality will be clearly satisfied if g 
commission bases its rate level findings upon prudent investment, with- 
out regard to reproduction cost*—a tremendous saving of time and 
expense and a tremendous gain in accuracy and certainty. There are 
still problems of interpretation; e.g., just what treatment shall be given 
to “investment” in property constructed from (excess?) earnings, etc.; 
but these are slight indeed in comparison to the burden of “fair value” 
with which utility regulation has been saddled since 1898 and which 
appears at last to have been lifted. The millennium is still ahead of us 
but at least the states are free to remodel a standard which we have 
known to be loose both in conception and execution into a standard 
which is loose only in conception. 

It must be borne in mind that “fair value” has not yet been com- 
pletely routed from state regulation. Some state commissions will prefer 
to continue to employ the concept, and some will feel constrained to 
continue its use by reason of their interpretation, or the interpretation 
by the courts of their states, of their own state laws.** The point to be 
emphasized is simply that many state commissions have worked ac- 
tively during the years under review to supplant guess-work in utility 
rate valuation by accounting records; and by reason of their efforts, 
pointed and strengthened by the FPC, the Supreme Court in the Pipe 
Line and Hope cases (cited above) has finally freed utility regulation 
from the constitutional necessity for living any longer with reproduction 
cost and “fair value.”’ If we are interested in an exact allocation of credit, 
we shall, of course, note that the final attack was spearheaded by the 
FPC, but we shall not overlook the earlier cases coming to the Supreme 
Court from the Illinois and California Commissions and the pioneering 
work done by the Commissions of Massachusetts, New York, California, 
and Wisconsin. 

in the Light of the Hope Natural Gas Case,” 44 Colum 

34 For a suggestive survey of the situation, see C. A. Esser, “State Laws in Relation to the 


Hope Natural Gas Decision,” 34 P.U.F. 69 (July 20, 1944). For a distinctly ly round- 
up of cases, see 1944 |N.A.R.U.C. Proceedings, 505. ene iat 
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The other important development in valuation during the period was 
the lethal blow delivered by the Court to the perennial troublemaker, 
eoing value—now (apparently) gone for good as a constitutional require- 
ment in utility valuation. Lip service is still paid to the term in the 
highest quarters, but it receives no material sustenance there;* it draws 
‘ts meager and dwindling nourishment entirely from the crumbs which 
‘t can gather, as a hanger-on, from a few state commissions and courts 
still unwilling to believe that the age of black magic is past.*® 

lhere have been and will continue to be some interesting and signifi- 
cant repercussions from the substitution (or, to be more nearly exact, 
the possibility of the substitution) of prudent investment for “fair 
value” or reproduction cost. With the advent of a quickly ascertainable, 
accurate rate base, much of the drive for temporary rates and for ne- 
gotiation as a procedure for rate making may be expected to disappear. 

here will still be employment for temporary rates during test periods, 
but the need will lessen; and rate negotiations should certainly dwindle 
in volume. Rates set by negotiation are an acceptable substitute for 
rates set by order only if the order is bound to be delayed, disputed, and 
loose; orders based on prudent investment need possess none of these 
qualities, and there is no longer need to run the risks inherent in the 
negotiation procedure.** 

he decision in the Hope case also opens the door to a fuller develop- 
ment of the treatment of the “rate of return” concept that was gotten 
under way during the decade just past. With the rate base in an inde- 
terminate state, the theory and practice of rate of return determinations 
were bound, similarly, to be speculative and fuzzy. But with the rate 
base firmly established on certain and familiar ground, it is to be ex- 
pected that the trend, already begun, of subjecting the rate of return 
concept to increasingly discerning analysis in light of its function in 
rate making will continue.** It will be related, by commissions which 
have taken the pains to establish prudent investment rate bases, more 

lly to the objectively determined financial needs of the particular 


temporary and prospective money markets from which utility capital is 
drawn. With a firm rate base, commissions can devote themselves ener- 
getically to the analysis and study of factors properly bearing upon the 
determination of the rate of return, as an important independent factor 


See Federal Power Commission v. Natural Gas Pipe Line Co., cited above. 

see Re Northern States Power Co. (N.D.), 55 P.U.R. (N.S.) 257 (1944), 265. 

See Lyon, Abramson, and Associates, op. cit., 718, n. 186. 

e C. O. Fisher, “Another Look at the Utility Rate of Return,” 36 P.U.F. 99 (July 
, 1945). Further on the rate of return see FCC, “Factors Underlying the ‘Rate of Return’ 

‘n Public Utility Regulation as Disclosed in Court and Commission Decisions” (1938); and 

. J. Sickler, “The Federal Communication Commission’s Rate-of-Return Studies,” 15 
urnal of Land and Public Utility Economics, 137 (1939). 
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in the establishment of rates, with no fear that in treating the rate of 
return as an independent factor they will be doing violence to any 
sensible concept of total return. Total return, under the new dispensa- 
tion, can become more nearly the result of the application of the rate of 
return to the rate base rather than, as in the past, the determinant of 
the rate of return—the amount of the “fair value” element in the total 
return having first been revealed by second sight. 

Finally, the Hope decision will give great impetus to the movement 
quite generally under way in the states by the outbreak of the war for 
the establishment of uniform systems of accounts and the building up 
and maintenance of continuing, original cost property records. Com- 
missions will do well, of course, to heed Mr. Justice Jackson’s critical 
comment in his dissenting opinion in the Hope case, to the effect that 
“to make a fetish of mere accounting is to shield from examination the 
deeper causes, forces, movements, and conditions which should govern 
rates.’”*® On the other hand, utility regulation has been mired since its 
inception in a morass of preconceptions, conjectures, and incantations, 
and it has made real progress only at those points and in those directions 
where it has been able to proceed on the firm ground of recorded facts, 
There has been a high degree of collaboration in accounting matters 
between the state and federal regulatory commissions, effected to a con- 
siderable extent by the N.A.R.U.C.; and uniform accounting systems 
prescribed by the commissions are now widespread in the utilities in- 
dustry.*° Led by the Wisconsin and New York Commissions (1931 and 
1933, respectively), the FCC in 1935 and the FPC in 1936 promulgated 
uniform systems of accounts, designed to establish on books of record 
the original cost (estimated if not known) of utility property to the com- 
pany first devoting such property to the public service. By 1938, twenty- 
seven states had adopted systems for electric utilities in line with this 
pattern. A number of states have been engaged actively for the past 
several years in building up continuing property records for the utilities 
under their jurisdiction.” 

Finally, in the general area of rate-accounting activity, very sub- 
stantial strides were made by the states in the matter of depreciation 
control. Here, too, much remains to be done, but there has been a clearly 
evident tendency in late years to get down to brass tacks, to break the 
depreciation concept into simple manageable elements, and to get rid 
of the table tapping which has persistently characterized its considera- 
tion in regulatory preceedings. It seems altogether likely that before 


3® Cited above, at 643, note 40. a : 
4° By 1940, all but ten of the states had imposed uniform systems on the utilities subject t° 


their jurisdiction. I. R. Barnes, op. cit., p. 249. ee 
‘1 See FPC Me Ty Annual Report (1938), 14; FPC Nineteenth Annual Report (1939), 1°; 


and New York P.S.C., Annual Report, 1938, Appendix A. 
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long it will be common practice in the states to deal consistently with 
the twin problems of accrued depreciation and annual depreciation—at 
least in the same case. I do not mean to suggest that there is but one 
correct answer to each of the problems raised by depreciation accounting 
and control, but it seems pretty clear that the principal barrier to more 
eflective treatment of depreciation by commissions in the past has been 
lethargy rather than the mere fact of different expert opinions, strongly 
held and ably defended, on the technical and policy issues involved. 
(he N.A.R.U.C. Committee on Depreciation may quite properly take 
a lion's share of the credit for the progress which has been made recently, 
and which is in prospect, although it must be added that the N.A.R.U.C. 
Committee seems to be very considerably ahead of the N.A.R.U.C. 
membership, both in an understanding of and action on a really work- 
manlike depreciation program.” 
here has been perceptible but by no means universal breaking down 
of the hostile attitude of the state commissions toward “invasion of 
states’ rights’ by the federal regulatory agencies. State commissions 
came increasingly to look upon federal regulatory activity as comple- 
mentary to their own, but it is still true that diatribes against federal 
invasion occupied the attention of the state commissioners in their an- 
ual meetings in a measure only slightly less than their attention was 
absorbed by its primary concern—the election of the second vice- 
president. I should add that the presence at the Association meetings 
of the members of the federal commissions and the presence on the 
Association’s technical committees both of federal commissioners and 
members of their staffs are strong forces working for mutual under- 
standing and effective co-operation. These informal arrangements have 
been reinforced in recent years by actions taken under Part II, section 
209 of the Public Utility Act of 1935 (49 Stat. L. 803), authorizing the 
FPC to undertake investigations at the request of state commissions, 
and requiring it to make all of its reports available to them, to lend 
members of its staff as expert witnesses to the states, to hold joint hear- 
ings and conferences, and to set up joint boards in matters of interstate 
regulation to be vested with the full authority of the Commission. Simi- 
lar provisions in support of federal-state co-operation are to be found in 
section 410 of the Communications Act of 1934 (48 Stat. L. 1064); and 
in the Natural Gas Act of 1938 (52 Stat. L. 821).“ 
Public utility regulation is undertaken because certain industries have 
peculiar technical characteristics which are reflected in their price poli- 


e 1944 N.A.R.U.C. Proceedings, 59-125; 334-362. 


* See, e.g., 1943 N.A.R.U.C. Proceedings, 195-232, and 440-447. But see, ibid., 432-440. 
“See, e.g., 1942 N.A.R.U.C. Proceedings, 116 ff.; and 1944 N.A.R.U.C. Proceedings, 246 ff., 
anc 441 tt. See also Paul A. Walker, “How Co-operation Works in Communications Regula- 


32 P.U.F. 267 (Sept. 2, 1943). 


> 


400 AMERICAN ECONOMIC ASSOCIATION 


cies—policies which, in the public interest, we cannot permit to be 
employed. Competition in this field would be economically wastefy|: 
yet the results of pure competition would be as desirable in this area as 
elsewhere in the economy. The problems are, then, to determine a return 
which conforms to competitive standards, to insure that the total jn. 
vestment is such that the return does not conceal underutilization o; 
waste, and to insure that the form of rates (a concept which has no 
equivalent in a purely competitive industry) permits the first two ob- 
jectives to be achieved. Since the “proper” return on the “correct” 
investment is integrally related to the pattern of rates actually estab- 
lished, it follows that, to be truly and completely effective, utility regu- 
lation should be dynamic rather than static.” Pricing is a positive func. 
tion. 

But, our regulatory processes are geared to the performance of re- 
strictive, protective, corrective functions, not to the dynamic tasks oj 
promotional pricing. Regulation sets the over-all boundaries beyond 
which the level of utility rates may not go, and when it essays into the 
realm of specific rates (the structure of rates) it moves cautiously to 
prevent “unreasonable” discrimination rather than vigorously to induce 
consumption. And, by its very nature, it can move only as a supervisor; 
never as a participant in the market. The fact that regulation is com- 
pelled by the inherent nature of its task to force the measure of accept- 
able aggregate rates (a relative concept) into an absolute cost-plus 
return-on-existing-investment strait jacket is clearly indicative of its 
static, protective approach. 

The fact is that we should like regulation to be so constituted that 
under its active direction and driving force the utility industry would 
be bound to furnish not just “enough” service at prices which are “not 
improper” but the utmost in service at the lowest possible prices con- 
sistent with the continuous furnishing of such service by a strong, 
healthy, and profitable utility industry in the midst of a continuously 
fully employed economy. The nearest approach which state regulation 
makes to this objective is to be found in the case of those commissions, 
few in number, which maintain continuous scrutiny of utility earnings 
and rates, and which move on their own initiative to order rate reduc- 
tions whenever earnings provide something in excess of a “fair return. 
The reductions, calculated on the basis of past consumption (ie., de 
mand induced by previous higher rates, with no allowance for demand 
elasticity), are designed to wipe out the excess. It is currently believed 
that the courts have barred the use of the concept of “elasticity,” bu! 
it cannot be shown that state commissions have ever pressed the matte! 


“ IT am indebted for suggestions at this point to my former colleague, James R. Nelson. 
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upon the courts in any very determined fashion.“ If, in addition, these 

commissions work actively to persuade utilities to adopt rates contrived 
toe xp lore the lower levels of consumer demand in search of the particu- 
lar demand and price pattern which will afford the maximum service 
consistent with the required earnings, we are in the presence of regula- 
tion at its current best—and its rarest. 

The period under review saw some aggressive activity of state com- 
missions along the lines just suggested (continuous supervision and re- 
quired reduction of excessive rates, and the promotion of promotional 
rates) indeed, some increase in such activity.*’ And it is true that utility 
rates, conspicuously in the electric utility industry, have been falling 

te steadily, in good times and in bad and in peace and in war, for 

e past twenty-five years, and that the end of the period finds the 
electric utility industry characterized by “a degree of financial sound- 
ness unprecedented in its history.’** It is also true, however, as it was 
at the beginning of the period, that state regulation is primarily con- 
cerned with protecting consumers against utility excesses statically de- 
fined, rather than with maximum positive performance by the industry. 
(he wall of protection thrown by current state regulation around con- 
sumers permits them to rest comfortably in comparative security against 
cross extortion and discrimination; but on the other side of the wall 

tilities, too, can rest in comfort and ease. Regulation at its best need 
not prevent progress, efficiency, and dynamic promotional pricing; but 
regulation through its own processes can hold out no promise of their 
attainment except intermittently and in isolated cases. 

State regulation increased the quality of its protective performance 
quite measurably in the fifteen years just past; there are more ‘‘good”’ 
commissions now than there were in 1930, and the best commissions 
are now in better shape to do a workmanlike job. But it is still a dis- 

aging business to read the annual reports of most state commissions, 
and to go through the reports of their decisions and opinions in formal 
ases. Phrases still constitute a large part of their stock in trade, and, 
while they have come into possession of some new tools and equipment, 


“ See West Ohio Gas Co. v. P.U.C. of Ohio (No. 2), 294 U.S. 79 (1935). The typical legalistic, 
estrictive approach is found in the Ohio Commission’s approval of rates to which it found 
“entitled” under the law, accompanied by an admonition to reduce rates volun- 
to stimul ae consumption, on the ground that the rate increase might defeat its own 
pose. Appeal of Van Wert Gas Light Co., 1925 Ohio P.U.C.R. 8, 10. Note, however, that 
he N.A .R .U.C. Committee on Progress in ’ Regulation has urged since 1942 an “extension 
tt the p otional rate concept so that rates will be established at levels necessary to accom- 
‘ha predetermined increase in use of the service.” 1944 N.A.R.U.C. Proceedings, 505. 
" For rex imples, see my account of the rate level and rate structure activities of the Wis- 
asin, Llinois, and New York Commissions in “Economic Standards of Government Price 
’ (cited above), at pages 12, 25, and 34. 
e | PC The Financial Record of the Electric Utility Industry 1937-1944 (1945), B.. 23 
and r P C Typical Electric Bills in Cities of 50,000 Population and More, 1945, p. vii. 
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they are still trying to fit static concepts to elusive realities which | 
greatly fear will always, by their very nature, defy the best efforts of 
which state regulation is capable. 


V. Conclusion 


What is the upshot of all this, both for the future of utility regulation, 
and, just possibly, for the regulation of industry on a wider front if, in 
the future, we should come to believe that with a desired development 
of large-scale collective enterprise under the corporate form it is impos- 
sible to maintain an effective degree and quality of competition, and, 
hence, that we must cast about for substitute forms of control? 

As far as the future of state utility regulation is concerned, the pros- 
pects within definitely named limits are not too dismal. If we set as our 
goal the establishment of rates which will induce “about enough” in- 
vestment to provide ‘about enough” service, and which will not exact 
too much too much from utility users in static, local monopoly situations 
throughout the country, we can achieve it. We do not have it yet, by 
any means, but it is attainable. We can have, too, a plodding adjust- 
ment of these rates to major movements in the levels of prices and of 
business activity and consumer incomes. Intermittently, unpredictably, 
and, as far as regulation is concerned, by chance, we may have more. 

I will suggest, however, that after forty years we are in position to 
realize the inherent limitations as well as to appreciate the possibilities 
of the regulatory process, and that we will do better to set our regula- 
tory sights within boundaries of possible achievement than to shoot 
wildly at the moon. It is pretty clear, for example, that beyond shifting 
utility prices upward and downward with price levels in general we can- 
not employ utility pricing under regulation as an antidepression, fuller- 
employment measure. The proposal to make use of utility rate regula- 
tion as a positive instrument, in collaboration with other public meas- 
ures, to promote a higher general level of use of resources, with particular 
reference to depression situations, cannot, it seems to me, be hopefully 
entertained.*® The facts that our regulatory commissions are spread 
among the several states (with correspondingly limited jurisdiction and 
facilities), while the problem to be attacked is nation-wide if not worl’ 
wide in extent; that regulatory processes cannot be timed to factors 
related solely to the full employment objective (even if, in any event, 
they could be made sufficiently flexible); that criteria and information 
suitable to guide the positive actions (as distinct from the general sym- 
pathies and inclinations) of the responsible state commissions are D0 


** See the discussion in J. D. Sumner, “Public Utility Prices and the Business Cycle, 2 
Review of Economic Statistics, 97 (1939); Donald Wallace, “Kinds of Public Contro! to Re 
place or Supplement Antitrust Laws,” 30 American Economic Review, Papers and Proceeains’ 
Supplement, March, 1940, 194; and discussion by M. de Chazeau, ibid., p. 213. 
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even potentially available—all stand as insuperable barriers to the set- 
ing of the promotion of full employment of resources in general even 
as a remote goal for state regulation. The action by any one commission 
would be, at best, so pitifully uncertain and fragmentary as to be utterly 
iixotic. As if these considerations were not enough, there remains the 
hurdle of constitutionality; and no modification of the Fourteenth 
Amendment short of its complete elimination would permit regulatory 
authorities to manipulate the rates (and earnings) of privately-owned 
utilities in response to factors so divorced from the financial interests 
{ the owners. And even though constitutional limitations were not 
resent, commissions concerned at all over the flow of private invest- 
ment into the utility field would scarcely tie their rate policies and pro- 
crams to objectives so absolutely certain to repel private capital. 

Of much greater concern, however (because the full employment ob- 
iective of private utility price regulation has never been more than an 
academic speculation), is the fact that under state (and even under 
state plus federal) regulation we cannot realistically set as an attainable 
goal the achievement of optimum consumption of utility services. We 
can exhort regulation to this end, and such consumption may in fact 
occur upon occasion. Regulation need not be expected to bar full con- 

mption of service if it is induced by other more positive forces, such 

ompetition from public projects, or if it happens to eventuate from 
marketing-pricing policies adopted quite voluntarily by a utility man- 

ment. Indeed, regulation may consolidate and prolong such a result. 
But the demonstrated capacity of state regulation as an instrument of 
control does not go beyond the reasonably effective performance of 
protective and restrictive as distinct from positive, dynamic, promo- 
tional functions. 

Promotion—the lowering of prices in an attempt to attract customers 

ncertain and uncharted markets, and to tap prospective demands 
which may never materialize—is a risky business. Oswald Knauth was 
rect when he wrote recently: “It takes courage as well as sa- 
} gamble on a rate of demand that will bring forth the volume 
eded for lowered costs.’*° He may also have been correct when he 
ided: “These qualities are conspicuously lacking in the administering 
ic utility rates—railroad, electricity and gas—all of which are 
ed by technicians in contrast to merchants.” Regulation is pre- 
by its essential nature (as well as by the federal Constitution) 
om forcing utility managements to assume risks of the kind and degree 
which the managements of unregulated enterprises voluntarily assume 
in the regular course of competitive business conduct. In an over-all 
sense, of Course, regulation is entitled to proceed under the assumption 
oly Reconsidered,” LX Political Science Quarterly, 563 (1945), 566. 
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that ownership capital invested in the utility field has an obligation to 
perform the risk-bearing functions associated with venture capital in 
the general business and industrial area; it may be said to have “held 
itself out” to perform these functions. To argue from this, however, that 
utilities have voluntarily undertaken to follow the whims and fancies 
of regulatory commissions in the matter of promotional pricing of par- 
ticular services is to extend the assumption far beyond the facts. To 
paraphrase the quotation above: “It takes courage to gamble on the 
sagacity of someone else to hit upon a rate of demand that will bring 
forth the volume needed for lowered costs—particularly when the ‘some- 
one else’ stands to lose nothing by his mistakes.” Potential investors 
are not likely to select the utility industry for their ventures into the 
realm of enterprise risk if they are required to surrender, without re- 
course, the making of positive decisions involving matters of market 
judgment and “hunch” (the very stuff of which enterprise risk is com- 
posed) to regulatory authorities who can be indifferent to profits and 
who bear no responsibility for mistakes. Regulation can urge and exhort, 
it can seek to induce by such cautious and cumbersome devices as sliding 
scales and “objective rates,’ but it cannot, without destroying itself, 
compel the vigorous, promotional pricing of utility services which is es- 
sential to their full consumption. 

The moral, it seems to me, is pretty clear. Regulation has a job to do 
within a limited field, and it can reasonably be held to a competent 
performance of that job. It should not be held to more. If we demand 
more within the field we shall have to supplement regulation with other 
forces—public projects, for example, or subsidies. Beyond the field, in 
the general industrial area where the effectiveness of what remains of 
competition is being increasingly questioned as a control device, the 
visibility is low. But, if the history of state regulation for the past fifteen 
(or forty) years has any meaning, the effectiveness of competition will 
have to be badly impaired indeed—beyond any possibility of revival— 
before we can accept with eagerness a program to supplant it with “fair 
return” regulation—even our long-awaited “fair return on prudent in- 
vestment.” 
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RATE REGULATION BY THE FEDERAL 
POWER COMMISSION 


By NELSON LEE SMITH 
Federal Power Commission 


[t seems to me appropriate that a discussion of rate regulation by 
the Federal Power Commission is among the subjects to be considered 
in this session devoted to recent developments in public utility regula- 
tion. Even the most caustic critics of the Commission will scarcely con- 
tend that its rate-making and related activities have been so far without 

flect upon the course of public utility regulation in recent years that 
they should be disregarded. The complaint from such sources is quite 
the opposite. Friends of the Commission and foes, alike, will agree that 
in the last decade it has exerted an important and far-reaching influence 
n the development of the law and technique of public utility rate mak- 
ing which cannot be ignored, however widely they may disagree as to 
whether this influence has been good or bad. 

In this paper it is my purpose to afford a factual basis for judgment 
as to both the extent and the desirability of the Commission’s influence 
upon developments in the utility rate-making field, as well as to indicate 
ome of the more troublesome economic questions which have arisen in 

1e Commission’s application of its broad policies to particular situa- 

1S. [ shall, therefore, sketch briefly in turn: (1) the scope of the rate- 
making jurisdiction of the Federal Power Commission, (2) the general 
approach and methods followed by the Commission in its exercise of 
this function, and (3) some of the specific problems which are en- 


nt 
) 


tered in the concrete practice of rate regulation by the Commission. 


Scope of Rate Jurisdiction 


\ithough the Federal Power Commission was created by the Federal 
Vater Power Act of 1920,! its present, comprehensive jurisdiction over 
terstate electric and gas wholesale rates is of much more recent origin. 
Che original Act, which was essentially a conservation measure, pro- 

ied for the exercise of federal control over water-power projects on 
ral public lands and reservations and in the waters over which 
ngress has jurisdiction under its authority to regulate interstate and 
reign commerce. This control was effected through the licensing of 
n evelopment and improvements by a Commission consisting of 
Secretaries of War, Interior, and Agriculture, with a small staff 

i tailed from those Departments working under the direction of an 


tat 1063, approved June 10, 1920, 16 U.S.C. 791-823. This Act, as amended, became 


a —_ al Power Act, approved August 26, 1935, 49 Stat. 838, 16 U.S.C. Supple- 
4 Jr. 
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executive secretary.’ The Act provides that licensee utilities shall abide 
by the reasonable regulation of rates for energy moving in intrastat, 
commerce by appropriate state agencies. The licensee is required tp 
agree, however, as a condition of the license, that in the absence of such 
state authorities the Commission shall have jurisdiction to regulate 
intrastate rates to consumers.’ As to energy moving in interstate o; 
foreign commerce it is likewise provided that rates to the public, jp. 
cluding the charges of subsidiaries controlled directly or indirectly py 
the licensee, shall be just, reasonable, and nondiscriminatory. Jurisdic. 
tion to enforce this requirement, either upon complaint or upon its own 
initiative, is conferred upon the Federal Power Commission whenever 
“any of the states directly concerned has not provided a commission or 
other authority to enforce the requirements of this section within such 
state . . . or such states are unable to agree through their properly con- 
stituted authorities. .. 

Since regulation of electric rates—commonly by state commissions 
and in some instances through municipal action—has been provided for 
generally throughout the areas in which licensed projects are located 
it is not surprising that this initial grant of rate-making authority to 
the federal agency has to date been of virtually no direct usefulness! 
The Act affords, however, a statutory foundation for the rejection of 
“fair value” as the rate base for licensed projects, since it provides, a 
a condition of the license, that for purposes of rate making, net invest: 
ment shall be used without allowance for good will, going value, pro- 
spective revenues, license value, or water rights and lands in excess of 
their actual reasonable cost at the time of acquisition.*® 

Under the decisions of the United States Supreme Court, particularly 
in the Afétleboro case,’ it became clear that the states were without 
constitutional authority to regulate interstate wholesale utility rates 
Congress met the need for the exercise of federal jurisdiction in this 
field by granting rate-making authority to the Federal Power Commis 
sion, which in 1930 had been converted from an ex officio basis to an 


2 The staff thus detailed from the three Departments became the Commission’s own stafl 
July 1, 1928, under authority of independent offices act, 1929, approved May 16, 1928. se 
Ninth Annual Report of Federal Power Commission, 1929, p. 13. 

3 Sec. 19. 


* Sec. 20. 
& In 1932, upon informal complaint regarding two Florida licensees (Acklawha Reclamat mn 


Farms and West Florida Power Company) the Commission instituted an investigation, #0 
was subsequently abandoned because of jurisdictional and practical difficulties. In 1940 & 
Commission ordered a $350,000 reduction of the interstate rates of the Safe Harbor Wate 
Power Corporation, 2 F.P.C. 182. The order, however, was set aside on appeal! for lack of = 
diction, Safe Harbor Water Power Corp. v. Federal Power Commission, 124 F. 2d 800 (1%!) 
certiorari denied, 316 U.S. 663 (1942). The rates of this Company are again before the Con- 
mission in an investigation pending under the Federal Power Act, Docket IT-5914. 

® Sec. 14. — 

7 Public Utilities Commission v. Attleboro Steam and Electric Co., 273 U.S. 83 (1927). 9 
Missouri v. Kansas Natural Gas Co., 265 U.S. 298 (1924). 
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independent agency.® The Federal Power Act of 1935 gave the Com- 
mission jurisdiction over the interstate transmission and sale of electric 
energy. Similar authority over the interstate transportation and sale of 
natural gas was conferred upon the Commission by the Natural Gas 
Act of 1938. Both statutes restrict the Commission’s rate jurisdiction 


to sales made at wholesale—that is, for resale as distinguished from 


nission extends primarily to transactions between utility com- 
anies2” Both also make plain the Congressional intent to assist and 
supplement, and not to encroach upon, local rate regulation. The pur- 
pose was to fill a jurisdictional gap through which effective rate control 
could be, and had been, thwarted by the maintenance of unreasonable 
‘interstate rates for sales to local distributing utilities. It is these rates, 
which are beyond the constitutional reach of the individual state com- 
mission, that are subject to the jurisdiction of the Federal Power Com- 
mIssion. 
In providing for the regulation of interstate rates, Congress used prac- 
tically the same language in the Federal Power" and Natural Gas” Acts. 
it followed the usual pattern of such regulatory statutes in the 
United States. ‘All rates and charges. . . and all rules and regulations 
afiecting or pertaining to such rates and charges shall be just and rea- 
‘sonable.’ Any rate that is not ‘‘just and reasonable” is declared to be 
unlawful. There shall be no “undue preference or advantage” or “any 
“undue prejudice or disadvantage,” nor shall there be “any unreasonable 
difference in rates, charges, service, facilities, or in any other respect, either 
as between localities or as between classes of service.” It is for the Com- 
mission to determine whether particular rates are just, reasonable, and 
nondiscriminatory. Whenever it finds, after a hearing upon its own mo- 
tion or upon complaint, that rates are defective in any of these respects, 
the Commission is directed to determine and fix by order the just rates 
hich are to be observed thereafter.’ The Commission is also em- 
to suspend rate changes, pending investigation, for a period of 


more than five months.” If at the end of that time the proceeding 


tat. 797, approved June 23, 1930. 
t. 833, 15 U.S.C. 717-717W, approved June 21, 1938. 
nission has also been given limited jurisdiction over the rates at which power 
ertain federal projects, such as Bonneville (50 Stat. 731, approved August 20, 
‘t Peck (52 Stat. 403, approved May 18, 1938), is sold. Its authority is not of a 
racter, however, but is restricted to confirmation and approval of rate schedules 
gencies operating the projects. Since ““Rate-making Policies of Federal] Power 
e treated in another paper during this session, this somewhat confused and 
y situation will not be discussed herein. 
and 206. 
mission, however, is expressly prohibited—Sec. 5 (a)—from requiring an in- 
crease of natural gas rates, the apparent purpose of this provision being to give 
mpetitive freedom on a price basis with other fuels in areas where it is available. 
‘he Natural Gas Act contains an exemption evidently designed to protect the com- 
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has not been concluded, the proposed change goes into effect. In th: 
case of rate increases, however, provision is made for the filing of bong; 
and detailed accounting for the proceeds, so that refunds may be oy. 
dered should the Commission subsequently find the increase to be no: 
justified. As is usual in statutes of this character, the burden of prooi 
is placed on the utility to justify the proposed increase. 

In addition to the foregoing powers relating directly to rates, thy 
Commission has been given the authority to prescribe accounts, requix 
reports, and conduct investigations which is ordinarily delegated 
regulatory agencies to enable them to function effectively. It is withoy 
authority over the issuance and sale of securities by natural gas con. 
panies, or by electric utilities unless organized and operating in a stat, 
which does not regulate the transaction, such matters being generally 
subject to the control of the Securities and Exchange Commissio: 
through its jurisdiction over registered holding companies and thei 
subsidiaries. In certain respects, however, the statutory provisions » 
beyond the usual content of such measures. They specifically authoriz 
the determination of the “actual legitimate cost” of utility property’ 
and the fixing of “proper and adequate rates of depreciation.” The 
also empower the Commission to determine the cost of the production 
or transmission of electricity or natural gas even in cases where it has 
no authority to establish a rate.'’ The Commission is authorized to w- 
operate with the state regulatory commissions in various types of joint 
proceedings and to make available to them not only information an 
reports but also, on a reimbursable basis, members of its expert stafi." 

The Commission has completed a number of general rate cases which 
have resulted in reductions amounting to an imposing dollar total. ln 
eleven electric rate cases, listed in Table I, reductions of nearly 1 million 
dollars annually, or about $3,780,000 on a cumulative basis, have beet 
ordered. A number of voluntary rate reductions have also been effected, 
which bring the savings to almost 2 million dollars on an annual bass 
and about $5,700,000 cumulatively. 

Gas rates have been reduced in thirteen formal cases by more that 
31 million dollars annually, as shown in Table II, and some 4 millions! 
annual reductions have been filed voluntarily. The cumulative saving 
involved in reductions of natural gas rates are in the neighborhood « 
100 million dollars. 


to suspend 


petitive market position of natural gas. Sec. 4(e) denies the Commission authority t 
rates for “the sale of natural gas for resale for industrial use only.” 

5 Federal Power Act, Sec. 208; Natural Gas Act, Sec. 6. 

16 Federal Power Act, Sec. 302; Natural Gas Act, Sec. 9. 

17 Federal Power Act, Sec. 206(b); Natural Gas Act, Sec. 5(b). 

18 Federal Power Act, Sec. 209; Natural Gas Act, Sec. 17. 
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TABLE I 
FEDERAL POWER COMMISSION 


Cases RESULTING IN ELECTRIC RATE REDUCTIONS 
Amount of 
- Docket No. Name of Company Annual 
Reduction 
(000 omitted) 
IT-5500 Chicago District Electric Generating Co. $522 
; 1T-5544 Otter Tail Power Co. 19 
x. 1T-5485 Albany Lighting Co. 1 
% 1T-5545 Minnesota Power and Light Co. 47 
1T-5517 Moline Rock Island Mfg. Co.* 325 
be [T-5512 Nevada California Electric Corp. 45 
we [T-5509 Gulf States Utilities Co. 6 
ul ¥ 1T-5547 Sioux City Gas & Electric Co. 6 
n- = [T-5514, 5515 Southwestern Light & Power Co. 5 
re [T-5723 Kansas City Power & Light Co. 2 
1 [T-5738 Rockland Light & Power Co. 7 
Ih 
Total $985 
es * Seller merged with buyers, cancelling sale for resale. However, a wholesale rate reduction 
£0 Bs bout $325,000 was agreed to, which was passed on in November, 1940. 
TABLE II 
hey FEDERAL PowER COMMISSION 
Hor Cases RESULTING In GAs RATE REDUCTIONS 
<2 Amount of 
has Docket No. Name of Company Annual 
: Reduction 
(000 omitted) 
ol Reductions Ordered after Forma] Hearings 
and 109, 112 Natural Gas Pipe Line Co. of America* $3,770 
- 100, 101, 113,127 Hope Natural Gas Co.* 3,610 
118, 121, 124 Canadian River Gas Co., et al.® 2,086 
hich 200, 207 Panhandle Eastern Pipe Line Co.* 5,094 
aes 3-139, 142 Interstate Natural Gas Co., Inc. 1,091 
Cities Service Gas Co.» 4,446 
~462 Mississippi River Fuel Corp.* 945 
vee $21 ,042 
ions Effected Informally after Field Investigations 
)asIs 5-109, 112 Natural Gas Pipe Line Co. of America (second phase) $2,738 
3-208, 209 Lone Star Gas Co. 2,071 
hal 242, 257 E| Paso Natural Gas Co. 526 
— -133, 148, 157, 193 United Gas Pipe Line Co. 2,195 
$7 ,530 
vi Recuctions Effected Informally without Field Investigations 
Northern Natural Gas Co. $2 ,287 
Memphis Natural Gas Co. 353 
$ 2,640 
1 $31,212 


led by United States Supreme Court. 
being litigated. 


¢ Petition for rel earing denied January 4, 1946. 


& 
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In addition, some twenty proposals to increase electric and gas rats 
have, after suspension and investigation, been found unjustified. Whi} 
the amounts involved in most of these cases have been small, the pr. 
posed increases which have been denied aggregate over half a millig, 
dollars annually. These cases are listed in Table III. 


TABLE III 


FEDERAL POWER COMMISSION 
RATE INCREASE PROPOSALS DISALLOWED 
OR WITHDRAWN AFTER SUSPENSION 


Amount of 
Docket No. Name of Company Annual 
Increase 
Electric Denied 
(000 omitted 
$2 


Northern States Power Co. of Minn. 
Florida Power Corp. 9 


$ 11 
Gas 

G-110 Arkansas Louisiana Gas Co. $ 12 
G-139 Mississippi River Fuel Corp. 10 
G-142 Columbian Carbon Co. 5 
G-144, 147 United Gas Pipe Line Co. e¢ al. 16 
G-150 Mississippi River Fuel Corp. 45 
G-162 New York State Natural Gas Corp. 12 
G-183, 190, 192 Home Gas Co. 216 
G-187 Empire Gas & Fuel Co. 
G-188 Public Service Co. of Indiana 
G-202 Memphis Natural Gas Co. 
G-203 Memphis Natural Gas Co. 
G-223 New York State Natural Gas Corp. 
G-224 New York State Natural Gas Corp. 
G-225 Keuka Construction Corp. 
G-412 United Fuel Gas Co. 
G-523, 529 Godfrey L. Cabot, Inc., and Cabot Gas Corp. 


Total 


While there is a striking difference between the tremendous reductio 
of natural gas rates and the much smaller amounts involved in electri 
rate cases, this is largely a reflection of the differences in the history, 
nature, and organization of the two industries—and therefore of the 
opportunities thus far afforded for effective action by the Commission 

Relatively few states have major natural gas reserves and in only 
nine does production exceed local consumption; but natural gas is \o 
sumed in thirty-three states. Thus, long-distance pipe lines are needec 
to transport gas from its sources to the major market areas. Gas from 
the great fields in the Panhandles of Texas and Oklahoma and from th 
adjacent producing areas in Kansas is transported 800 miles to Mir 
neapolis, 900 miles to Chicago, and 1,200 miles to Detroit. Texas ® 
is carried through a 1,200-mile line to West Virginia, and is further 
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‘transported by other companies, so that some of it eventually moves 


into western New York and perhaps even into Canada. The natural 
gas industry, therefore, is predominantly interstate in character, with 
some 50 per cent of all the gas consumed (excluding field use, carbon 
black production, and that used in petroleum refineries) crossing state 
ines. Furthermore, the pipe-line companies do not ordinarily engage in 
distribution, but sell gas at wholesale, under so-called “‘city gate rates,” 


\to local utilities for distribution to the ultimate consumer. Thus the 
requisites of federal rate regulation—transportation of gas in interstate 
commerce or the resale of such gas—are commonly present; and, since 
such rates had not previously been subject to regulation, the Commis- 


sion was able to cut rates by from a third to a half. 
In the electric field, however, the situation is different. Interconnec- 


‘tions have been extended, particularly during the war period, to provide 
> for maximum economy through co-ordination and to serve as insurance 


+o cover narrower margins of operation. Thus, in a recent proceeding 


Wie 


before the Commission it was explained how a large Nebraska utility, 
‘which is tied in with the public power districts in Nebraska, is inter- 


connected with Kansas, and through this interconnection tied in with 
utilities in Oklahoma and Texas, including the Southwestern Power 
Administration, which in turn were connected with utilities in Arkansas, 
the Commonwealth & Southern group of companies in five southwestern 


‘states, the Tennessee Valley Authority, and certain utilities in Ohio. 
At times all the properties in this gigantic network were controlled as 


" to frequency by a generating unit in Ohio. But in spite of such inter- 
connections, electric energy is generated in every state and, to a great 


extent, is distributed locally. Although the interstate movement of elec- 
| tricity is roughly equal to that used in the four industrial states of Ohio, 
| Indiana, Illinois, and Michigan, it is still only 20 per cent of the total 


consumption. Furthermore, since the prevalent practice in the electric 


» industry is for the transmitter also to distribute energy rather than to 


sell it 


' a local distributing company as in the natural gas industry, 


| the element of sale for resale is often lacking. Therefore the Commis- 
_sion’s rate-making jurisdiction extends to a much smaller portion of the 


electric business. 


These factors help to explain why it is that so large a part of the 


| Commission’s contributions to the development of the law and tech- 


nique of public utility rate making has been made in cases involving 


natural gas rather than electric energy, and also why the specific prob- 
leme 


‘ems which [ shall discuss are drawn largely from that field. 


Approach and Methods of Rate Making 


Citation of the impressive dollar totals of the rate reductions referred 
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to above does not mean that the Commission is unmindful of its rp. 
sponsibilities to the owners of the properties, as well as to the purchasex 


of service, or of its role as impartial arbiter between them. It is, of cours 
anxious to bring about lower rates where the facts warrant such actiop, 
That is its duty under the statute. But it has been interested particy. 
larly in promoting consistency in rate regulation and in insuring tha 
the quantities to which the rate-making equation is applied rest on, 
sound basis of economic fact rather than upon conjecture and by. 
pothesis. In the procedures which it has followed in its own cases, in the 
assistance which it has given upon request to state commissions,” and 
in its presentation of certain basic issues to the courts—including th 
highest court of the land—the Commission has been concerned with 
the establishment of sound approaches and methods of rate contro) 
having general application throughout the public utility field. The dol- 
lar reductions effected directly by action of the Commission, in other 
words, by no means measure the full scope or weight of its influence 
upon recent developments in public utility rate regulation. No doubt 
the outstanding contribution of this kind which has been made by the 
Commission is in the transition from the “fair value” to an investment 
rate base, with corollary improvements in the determination of deprec- 
ation and the fair rate of return. 

The infirmities of the fair value doctrine in practice, whatever might 
be its theoretical merits from the standpoint of competitive economic 
analysis if applied to a substitute plant, are too familiar to require re- 
statement here. It was condemned as unworkable in the Presidential 
Address before this Association in 1914.?° It has been described as sery- 
ing ‘‘merely to divert the time, attention, and funds of regulating bodies 
out of their proper channels into one of the most unreal fields of specu- 
lation in which the minds of metaphysicians have disported themselves 
since the days of the medieval schoolmen.’™ The present Chief Justice 
has stated that “when we arrive at a theoretical value based upon such 
uncertain and fugitive data we gain at best only an illusory certainty.* 
Nevertheless the necessity of giving consideration to inventories ané 
appraisals of the physical properties of public utilities continued to 
harass and hamper the rate-making efforts of regulatory commissions 
from Smyth v. Ames* in 1898 until almost the present time. And it may 

19 For example, the Commission’s experts were loaned to the Utah Commission in a — 
ing which resulted in a $1,500,000 annual reduction of the rates of the Utah Power and Lig 
Co., 50 P.U.R. (N.S.) 133 (1943). This reduction, which was related to an investment r 
base, was upheld by the Utah Supreme Court, Utah Power and Light Co., v. Public Seri 
Commission of U tah, 152 P-2d 542 (1944). 
Gray, “The Vagaries of Valuation,” American Economic Review, Mar., 1914, Su 
"i Robert L. Hale, “The ‘Physical Value’ Fallacy in Rate Cases,” 30 Yale Law Journal 7! 
Y Dissenting in West v. Chesapeake & Potomac Telephone Co., 295 U.S. 662 (1935). 

3 169 U.S. 466. 
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fairly be said that the present apparent freedom from the shackles of 
the valuation method is in no small measure due to the efforts of the 
Federal Power Commission. 
We have noted that the Federal Water Power Act of 1920 gave a basis 
for using net investment rather than fair value as the rate base for 
licensees. With the enlargement of its rate-making authority to include 
. re wholesale sales of electricity and natural gas, the Commission 
has adhered generally to the use of an investment rate base in proceed- 
ings before it, and in this it has generally been successful. But even 
before any of its own rate cases reached the Supreme Court the Com- 
mission, re cognizing the importance of the issue and of its proper reso- 
lution, took occasion to file amicus briefs in support of state commis- 
sions which were seeking to establish that principle in cases which, while 
+ not conclusive, may have helped to pave the way for more recent and 
rmative declarations of the Court.” 
In one of its first major natural gas rate cases the Commission, in 
B 1940, — an interim order requiring the Natural Gas Pipe Line Com- 
pany of America to reduce its rates by $3,750,000 annually. For pur- 
poses of the interim order the Commission acted upon the testimony 
} introduced by the Company, which was reproduction cost evidence. 
Accordingly the Commission found a fair value rate base, although it 
disallowed a claim of $8,500,000 for going concern value. In the Su- 
preme Court, however, it was argued that for purposes of the further 
' proceedings in the case the Commission should be permitted to use an 
investment rate base. And in a unanimous opinion sustaining the rate 
luction order, the Court said: ‘The Constitution#does not bind rate- 
g bodies to the service of any single formula or combination of 
Agencies to whom its legislative power has been delegated 
are free, within the ambit of their statutory authority, to make the 
ragmatic adjustments which may be called for by particular circum- 
* Following this decision an investment rate base was worked 
nference and an additional reduction of $2,750,000 was secured 
t the necessity of further formal proceedings. 
‘tay the Commission ordered a reduction of more than $3,600,000 
nually in the rates of the Hope Natural Gas Company, after spe- 
cifically rejecting as “hypothetical, conjectural, and inherently falla- 
cious” the reproduction cost evidence presented by the Company and 
using as the rate base the “actual legitimate cost’’ of its property.?” 
Railroad Commission of California v. Pacific Gas & Electric Co., 302 U.S. 139 (1938); 
Edison Light & Power Co., 307 U. S. 104 (1939). 
® Lil. Comm. Comm. v. Natural Gas Pipe Line Co. of Am. et al., 2 F.P.C. 218. 
Federal Power Commission, et al. v. Natural Gas Pipe Line Co., et al., 315 U.S. 575, 586 
In a . concurring opinion, in which Mr. Justice Douglas and Mr. Justice 
, Mr. Justice Black took the position that the Commission was free under the 


se the i investment principle in determining the rate base. 
f Cleveland v. Hope Natural Gas Co., 3 F.P.C. 150. 
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When this case was passed upon by the United States Supreme Court, 
the majority opinion said: “‘Rates which enable the company to operate 
successfully, to maintain its financial integrity, to attract capital, and 
to compensate its investors for the risks assumed certainly cannot be 
condemned as invalid, even though they might produce a meagre return 
on the so-called ‘fair value’ rate base.’** If any lingering doubt re- 
mained that Smyth v. Ames had been effectively overruled, it vanished 
with the Supreme Court’s approval of the Commission’s order re- 
quiring an annual reduction of more than 5 million dollars in the 
rates of the Panhandle Eastern Pipe Line Company.” In this proceed- 
ing the Commission had refused even to receive in the record any 
evidence regarding the reproduction cost of the Company’s proper- 
ties.*° 

As a consequence of these decisions it may be said that the fair value 
rule has been ended, not only for the Federal Power Commission, but 
also for other regulatory agencies functioning in jurisdictions where the 
statutes and their construction are similar. The use of the investment 
rate base has been upheld repeatedly when applied so as to yield fair 
and reasonable results. 

The question of what shall be taken as the measure of the investment 
in the property has raised certain problems. For example, shall reac- 
counting be permitted, particularly in connection with costs originally 
charged to expense but later sought to be included as capital outlays 
for rate case purposes? This question arose in the Hope case, where the 
Company claimed approximately $12,600,000 for well-drilling expenses 
incurred and currently charged to operating expense from 1898 to 1923, 
when the West Virginia Commission required the capitalization of such 
expenditures. Although the Commission’s system of accounts now re- 
quires capitalization of the costs of drilling productive wells it refused, 
in accordance with the overwhelming weight of authority and regulatory 
practice, to permit the inclusion in the rate base of amounts previously 
charged to expense as an exercise of managerial discretion.” 

Another question arises in connection with the treatment to be given 
in rate cases to differences between the “original cost” and the recorded 
“book cost” of property. Where such differences represent mere inflation 
or write-ups, properly includible in the plant adjustment account, no 
real problem exists. The Commission customarily requires the immedi- 

*8 Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591, 605 (1944). . 

2° Panhandle Eastern Pipe Line Co. v. Federal Power Commission, 324 U.S. 635 (1%. 
After affirmance of the Commission’s order by the Circuit Court of Appeals, the Company 
applied for a writ of certiorari. The request was granted in part, but the Supreme Court re 


fused to review the Commission’s action in holding that reproduction cost testimony was no! 
Pp 


admissible. 
* City of Detroit v. Panhandle Eastern Pipe Line Co., 3 F.P.C. 273 (1942). 
* Op. cit., 3 F.P.C. 150, 164-165 (1942); 320 U.S. 591, 599, 605 (1944). 
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ate W a off of such items and gives no recognition to them in deter- 
ig the investment rate base. Where, however, the differences repre- 
sent legitimate arm’s length cost to the owner, and therefore are 
properly included in the acquisition adjustment account, the problem 
is more difficult. 
Such items are required to be “depreciated, amortized, or otherwise 
nosed of, as the Commission may approve or direct.” Ordinarily 
hey have been required to be amortized over a period of not more than 
n years through charges to income. In sustaining the Commission’s 
unting orders, the courts to date, apparently guided in this respect 
the decision in the American Telephone case,** have treated the ques- 
as one of accounting only.* Thus the classification, and perhaps 
lisposition, of an item in the acquisition adjustment account may 
it necessarily govern its treatment in connection with the determina- 
of the investment rate base. 
(hus far the Commission has not been required to deal with the mat- 
ter of acquisition adjustments as a practical matter in a formal rate 
As a matter of fact, less than 5 per cent of the electric plant of 
tilities examined by the Commission in its original cost work to date 
has been classified as acquisition adjustments. Of some 8 billion dollars 
‘electric plant reported in detail by 228 utilities for 1943, only 3 per 
cent was so classified on the average. So the problem may not be a 
rge one. When it arises, however, it will have to be dealt with in terms 
of the equities of the particular situation, which will require analysis of 
nature of the acquisition and of the property acquired, study of the 
mstances of the transaction and of the relationships between the 
parties, and examination of public and private benefits involved. 
In determining the investment rate base, as under the fair value 
loctrine, the treatment of depreciation is of great importance. The 
is essentially that of insuring consistency of treatment. In rate 
s it has been by no means unusual for utilities to estimate the an- 
nual depreciation to be charged against customers in a manner produc- 
ing a relatively high amount and at the same time to contend that the 
n Telephone & Telegraph Co. v. United States, 299 U.S. 232 (1936). Following this 
hich evidently was based in considerable measure upon a stipulation conceding that 
‘ reclassifications were for accounting purposes only and that items would be dealt 
r merits in rate proceedings, the Commission adopted its Order No. 42-A, July 11, 
provides in paragraph (F) that: “Disposition of amounts in Electric Plant Ac- 
ounts, as above directed, is for accounting purposes only and such disposition 
be construed as determining or controlling the consideration to be accorded these 
te or other proceedings, nor shall anything contained herein prevent the Commis- 
aa Subsequently ordering the amounts to be charged directly to surplus or from modify- 
pted amortization period.” 
rihwestern Electric Co. v. Federal Power Commission, 321 U.S. 119 (1944); Pacific 


Power & Light Co. v. Federal Power Commission, 141 F. 2d 602 (1944); California Oregon 


Peuer C er Co. v. Federal Power Commission, 150 F. 2d 25 (1945), certiorari denied, January 4, 
1946. 
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deduction for depreciation in determining the rate base should be on 
a different, and lower, basis. The inequity of this application of a dual 
standard is patent.* 

The Federal Power Commission has recognized depreciation as ay 
economic phenomenon, giving rise to a true cost of utility service, which 
must be recovered in the rates. It has consistently taken the position 
that the accrual of annual depreciation charges designed to represent 
the consumption of the plant in rendering the service must be based on 
the cost rather than upon the value of the property concerned. When 
the Natural Gas Pipe Line case was first before it, the Commission per- 
mitted a sinking-fund method of amortization using a 6} per cent 
interest rate, which was equal to the rate of return allowed as fair, but 
based upon the investment in the property, rather than on its claimed 
fair value.® In this it was sustained by the Supreme Court, which on 
this point said: ‘The Constitution does not require that the owner 
who embarks in a wasting-asset business of limited life shall receive at 
the end more than he has put into it.’*® The Court also approved the 
use of the same percentage rates for the sinking-fund accrual and the 
fair rate of return.*? 

In the Hope case the Commission used investment as the basis of the 
allowed annual charges for depreciation and depletion,** and again it 
was fully sustained by the opinion of the United States Supreme Court, 
in these terms: ‘‘this Court recognized in Lindheimer v. Illinois Bell Tel 
Co., supra, the propriety of basing annual depreciation on cost. Bj 
such a procedure the utility is made whole and the integrity of its invest- 
ment maintained. No more is required. We cannot approve the con- 
trary holding of United Railways Co. v. West, 280 U.S. 234, 253-254. 
This clear-cut acceptance by the Court of investment as the depreca 
tion base, and its specific reversal of the earlier West case on this poin! 
has clarified what might otherwise have become a troublesome question. 
Furthermore, in the Hope case and all subsequent natural gas proceed- 
ings the Commission has consistently and successfully employed the 
straight-line method. 


* See Reports of the Committee on Depreciation, National Association of Railroad and 
Utilities Commissioners, 1944 and 1945. In the Hope case, for example, the Commissic 
pointed out that: “The company presented inconsistent claims in this respect. It alleged s 
relatively small amount of accrued or existing depletion and depreciation to be deducted 
fixing the rate base, but claimed large annual amounts for future operating expenses.” (?. “! 
3 F.P.C. 150, 167 (1942). It further stated: “In our opinion, where reasonably proper depletion 
and depreciation accounting practices have been observed by a natural gas company, the re- 
sulting reserve is the best measure of the depletion and depreciation existing in the prope), 
i.e., the accumulated cost of property which has been consumed in service.” [bid., at p. 10. 

% Op. cit., 2 F.P.C. 218, 229-230 (1940). 

© Op. cit., 315 U.S. 575, 593 (1942). 

7 Tbid., at p. 596 

5 Op. cit., 3 F.P.C. 150, 176-177 (1942). 

89 Op. cit., 320 U.S. 591, 606-607 (1945). 
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Since annual depreciation is charged against the customers for the 
current consumption of plant, it would manifestly be inequitable to 
require them to pay also a return on such part of the plant as they have, 
in effect, already paid for. When such repayments are reinvested in the 
property, the additional investment is reflected, of course, in the rate 
base. Likewise, if depreciation funds must be held by the company 
prior to reinvestment in facilities, proper consideration must be given 
to that condition. But in either event equity requires recognition of the 
fact that through depreciation charges the customers have paid for the 
consumption of the plant in the production of service. Therefore, in 
applying the investment rate base the Commission uses net investment, 
determined by deducting the accrued depreciation from the gross in- 
vestment. 

Depreciation reserves which have been properly accrued on the books 
of the company in the past have been used by the Commission for this 
purpose rather than estimates of accrued depreciation made by “obser- 
vation” of so-called ‘‘percent condition”’ of the property. Referring to 
the estimates of depreciation and depletion in the Hope case, the Com- 
mission spoke of the Company’s theory as being “opposed by reason 


and facts,” and characterized its methods as being “based primarily 


upon a sporadic visual inspection of physical deterioration,’ whereas 
“most of [the] production and transmission property is not visible and 
the extent to which the service life has been consumed cannot be de- 
termined from observation alone. Also, the functional causes of the 
retirement of physical property are given little consideration by the 
company’s visual method which samples physical causes.’’*° In the Hope 
case, however, the Company having substantially overaccrued depreci- 
ation while unregulated, the Commission deducted not the full book 
reserve but the equivalent of the reserve requirement calculated on the 
same service-life basis as that used in deriving the annual depreciation 
charges. 

The problem of depreciation, although simplified by the Commission’s 
insistence upon consistency of treatment, is by no means an easy one. 
For example, service-life determination in the case of natural gas in- 
volves an estimate of reserves—the volume of gas stored in the produc- 
ing horizon thousands of feet below the surface of the earth. A geologist’s 
analysis of the area of the subterranean producing zone and periodic 
observations of pressure decline as gas is extracted may be involved. 
Since the purpose of the charge for depreciation is protection of the 
integrity of the investment, management has of course the primary re- 
sponsibility for determining the annual accrual. If the rates chosen by 


Ries % cit., 3 F.P.C. 150, 168 (1940), citing Re Rochester Gas & Electric Corp., 33 P.U.R. (N.S.) 
393, 468-490, 
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management bear a reasonably close relationship to the apparent re. 
quirements of the service-life principle, the regulatory agency may be 
satisfied by insuring consistency between the annual charge and the 
reserve as the measure of accrued depreciation. This position has been 
taken by the Federal Power Commission in several leading electric and 
natural gas rate cases,“ and has not been challenged successfully in the 
courts. 

With the rate base established, the next—and equally important— 
problem in rate making is the selection of the fair rate of return. Here 
again the Commission has contributed to the improvement of regulatory 
technique. In selecting rates of return the Commission has followed the 
usual pattern of reasoning regarding this matter, declaring that the fair 
rate of return “shall be equal to that generally being made at the same 
time and in the same region on investments in other enterprises at- 
tended by corresponding risks, and . . . the return should be surfiicient 
to insure confidence in the financial soundness of the utility and to 
maintain its credit and enable it to attract the capital necessary for the 
proper discharge of its public duties.” Its findings have uniformly been 
approved by the courts.® 

Evidence on the rate of return has in the past usually been offered in 
the form of “expert opinion,”’ with little or no documentary, statistical, 
or economic support. Efforts were sometimes made to balance what was 
lacking in quality by the addition of quantity. For example, in the first 
natural gas rate case before the Commission eight witnesses testified 
directly and others indirectly on the rate of return; almost half the ten- 
thousand page record and many days of hearing were devoted to the 
subject.“ The Commission, considering the question worthy of concen- 
trated and systematic study, has instructed its staff to conduct exhaus- 
tive and continuing research on the matter and to prepare compre- 
hensive data for use in rate cases. These data are exact and specific, in 
contrast to the generalized opinions so frequently offered. They are 
kept up to date and are amplified to include materials pertinent to each 
individual case. In two recent large rate cases no testimony was offered 
by the companies on the subject, the only evidence of record being that 
introduced by the staff of the Commission.” 

On the whole the rates of return allowed by the Commission have 
been liberal, ranging from 5} per cent in one electric case, where the 

“| E.g., Chicago District Electric Generating Corp., 2 F.P.C. 412, 424 (1941); City of Detroit 
v. Panhandle Eastern Pipe Line Co., 3 F.P.C. 273, 281 (1942). 

* City of Cleveland v. Hope Natural Gas Co., 3 F.P.C. 150, 195 (1942). , 

* E.g., Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944); Colorads 
Interstate Gas Co. v. Federal Power Commission, 324 U.S. 581 (1945); Panhandle Easier 
Pipe Line Co. v. Federal Power Commission, 324 U.S. 635 (1945). 

“* Natural Gas Pipe Line Co. of America, 2 F.P.C. 218 (1940). 

“ Cities Service Gas Co., 3 F.P.C. 459 (1943), appeal pending in U.S. Circuit Court of Appe* 


(10th Circuit); Mississippi River Fuel Corp., Opinion No. 126 (1945), petition for reheanas 
denied January 4, 1946. 
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risk was minimized by a guarantee of costs under long-term contracts,“ 
to the 6} per cent which has generally been allowed natural gas com- 
panies, with 6 per cent fixed in the most recent gas case.’ It is recog- 
nized, however, the fair rate of return is not a fixed quantity, independ- 
ent of economic conditions or of changes in the money market. Yields 
> on utility securities have declined steadily in recent years and the 
month to month trend is still downward. At the end of November, 1945, 
electric utility securities—on a composite basis including common stock, 


preferred stock, and bonds—were accepted by the investor at an aver- 


age over-all yield of 3.6 per cent. If such low yields persist it is to be 
expected that rates of return allowable in future rate cases will neces- 
sarily be lower than those allowed in the past. 
Des spite the large reductions of rates, the evidence thus far shows no 
airment of investor interests or discouragement of new capital out- 
lays in the natural gas industry. Around 200 millions of dollars have 
' been invested in new or enlarged facilities since the Natural Gas Act 
- became effective and during the period when the Commission was mak- 
ing the reductions and establishing the procedures described, while ap- 
ic ation ns for authority to construct projects involving many more 
s are now pending.** During the same period natural gas com- 
' panies have sold new securities at very favorable rates.*® Furthermore, 
' equaling or bettering general market trends, the common stocks of 
natural gas companies have increased substantially since the Commis- 
sion’s rate reduction orders have been entered.®*® At the same time, how- 


hicago District Electric Generating Corp., 2 F.P.C. 412, 427 (1941). 
\lississippi River Fuel Corp., Opinion No. 126, referred to in note 45, supra. 
[he First Five Years Under the Natural Gas Act,” A Report to the Chairman of the 
mmittee on Interstate and Foreign Commerce (Washington: Government Printing 
in., 1944), p. 12. 
P anh indle Eastern Pipe Line Company in January, 1941, issued $6,250,000 First 
First Lien Bonds, 1.65% to 2.30%, due serially 1946-50, sold at par to yield 1.65% 
ind in June, 1943, issued $10,000,000 Debentures, 23%, 1953, sold at 101 to yield 
e two issues were called for redemption in December, 1945, and the funds for 
ent were obtained by the issue of $16,000,000 unsecured 10-year serial bank notes, 
t 13%, 12% and 2%. Also, in May, 1945, Panhandle Eastern Pipe Line Company 
| $10,000,000 First Mtge. & First Lien Bonds, "22%, 1965, sold privately to five insurance 


n Natural Gas Company in November, 1945, issued $9,000,000 Debentures, due 
1950-55, sold to yield 140% to 1.90%; and $16,000,000 Debentures due serially 
5, sold to yield 2.05% to 2.55% 
| Gas Pipe Line Company of America filed with the Commission in December, 1945, 
tion for public convenience and necessity, in which the company stated that it is 
present capital structure and proposes to issue $25,000,000 First Mortgage and 
rust Bonds, due 1963, at 2.60%. 
vy are some striking examples: 
Common Stock Price 
At date of rate 
Company reduction order 
dle Eastern Pipe Line Co. 2 
Paso N: itural Gas Co. 
Natural Gas Co, 
erstate Natural Gas Co. 
sted to reflect 2 for 1 split—actual quotation 38-§. 
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ever, further thought may well be given to the whole question whether 
the conventional plan of rate making on the fair return basis provides 
properly for that incentive to enterprise and efficiency on the part of 
private management which must be provided if regulation is not to 
defeat its own purposes and is truly to serve the public interest. 


Some Specific Problems of Rate Regulation 


As the Commission has gained background and experience in rate 
regulation and as its basic approaches and methods have developed and 
found acceptance, a number of problems arising in the application of 
these broad principles to specific situations are becoming apparent. 
With the transition from war to peacetime responsibilities and the 
hoped-for return to more settled economic conditions, they will doubt- 
less become sharper and more clear-cut. Many of them are present in 
matters now pending before the Commission; others are likely to 
emerge in the course of the nation-wide investigation which the Commis- 
sion is conducting to inform itself, Congress, and the public more fully 
concerning conditions in the natural gas industry and to aid in the 
fulfillment of its regulatory responsibilities.*' Therefore they can only 
be sketched here as questions to which serious attention must be given. 

Thus far major emphasis in the Commission’s exercise of its rate- 
making authority has been placed upon the prompt and substantial 
reduction of natural gas rates from their previous high levels. Therefore 
the Commission has frequently proceeded through the issuance of 
interim orders. A majority of these rate orders have required reductions 
of a certain dollar amount based on operations during the test year; 
some have been entered without waiting for the development of a full 
and complete record on the basis of which specific rates could be pre- 
scribed for the future. This postponement of decision as to the distribu- 
tion of reductions among classes of customers until rates are filed in 
compliance with the Commission’s orders has afforded considerable 
latitude for the exercise of managerial initiative and discretion; gen- 
erally it has not occasioned unwarranted delays. If, however, the matter 
of rate relationships assumes greater importance as rates are reduced to 
more reasonable levels—which seems not unlikely—it will probably be 
necessary for the Commission to go further in the direction of prescrib- 
ing specific rates and to explore more fully the exercise of its powers to 
prevent discrimination. This, in turn, may entail difficult problems of 
cost allocation and of policy. 

Because of the previously-noted fact that the Commission’s rate juris- 
diction is limited to sales for resale, the Commission has been concerned 
with allocations between such business and the other operations 0! 


5! Docket G-580, Natural Gas Investigation, instituted by Order of September 22, 194. 
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natural gas companies, such as their direct sales to industrial customers, 
which amount to roughly 50 per cent of the gas moving in interstate 
commerce.®? In the utility field in the past a not uncommon practice 
has been.to make segregations of the property reflecting its use—for 
example, as between interstate and intrastate commerce, or that re- 
quired by the needs of individual customers—and on this basis to 
apportion the investment and operating costs. The Commission, evi- 
dently taking the view that the major long distance gas pipe lines have 
been constructed to serve terminal markets in large urban centers and 
that service to intermediate customers might not otherwise have been 
available, has generally used allocations of “‘system cost,” rather than 
attempting property and investment segregations. 

The cost allocation method usually employed by the Commission 
involves a division between constant and variable costs, with the former, 
generally speaking, assigned on a basis of so-called “peak responsibility” 
or demand and the latter apportioned to the volume of consumption. It 
was used by the Commission in ordering a reduction of the Denver city- 
gate rates of the Colorado Interstate Gas Company.* This order was 
subsequently sustained by the United States Supreme Court although 
in the companion Colorado-W yoming case the order of the Commission 
was in part reversed and remanded for a clarification of the findings 
regarding allocated costs.® ; 

lo date the cost allocation decisions have involved chiefly the de- 
termination of rates for the regulated, as compared with the non- 
jurisdictional, business as a whole rather than the relationships among 
regulated rates to individuals or customer groups. If the question of 
such relationships and their discriminatory or nondiscriminatory char- 
acter assumes greater prominence, it is probable that further examina- 
tion and refinement of allocation techniques may become necessary. In 
such further consideration inquiry may be made as to whether the sys- 
tem cost method properly reflects, in the case of a far-flung natural gas 
pipe-line system, the extent to which the cost of service may vary with 
transmission distance. Furthermore natural gas companies commonly 
sell, both directly and for resale, so-called “interruptible” gas, which is 
largely put to industrial uses. In justification of this practice it is claimed 
that such sales, which ordinarily are priced competitively below the 


* Although the Commission did not deem this necessary in City of Detroit v. Panhandle 


“astern Pipe Line Co., 3 F.P.C. 273, 289 (1942), and was sustained in this view by the United 
“tates Supreme Court under “the exceptional circumstances of this case,” Panhandle Eastern 
Vipe Line Co. v. Federal Power Commission, 324 U.S. 635, 647 (1945). 

"Canadian River Gas Co. et al., 3 F.P.C. 32, 61 (1942). 

‘ Colorado Interstate Gas Co. v. Federal Power Commission and Canadian River Gas Co. v. 
Federal Power Commission, 324 U.S. 581 (1945). 
* Colorado-W yoming Gas Co. v. Federal Power Commission, 324 U.S. 626 (1945). Subse- 


ently this case was settled by agreement between the Commission and the Company. 
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rates for “firm” gas, by improving load-factor tend to bring down over- 
all average costs, and therefore are of general public advantage so long 
as incremental costs are covered. Determination of the extent to which 
this contention is sound in any particular rate situation would require 
further delving into the adequacy of the cost allocations, as well as 
examination of the rate spread and the degree to which such sales are 
in fact subject to interruption at times of peak demand.® 

Another major problem of rate application arises from the fact that 
the provisions of the Natural Gas Act are specifically made inapplicable 
to “the production or gathering of natural gas.’®’ When gas is inde- 
pendently produced and sold at arm’s length to a natural gas company 
subject to the jurisdiction of the Commission, the price thus paid is 
charged to operating expense and allowed as a cost in proceedings in- 
volving the rates of the purchaser. But where a natural gas company 
produces and gathers its own gas the question arises, how shall this be 
treated for rate purposes? More specifically, does the prohibition of 
regulation run simply to the activity of producing and gathering gas, 
leaving the Commission free to consider the facilities involved in calcu- 
lating the rate base and expense for rate-making purposes; or must the 
Commission find some means of establishing a value—a going “field 
price’’—for such gas, which would then be treated as a cost to be re- 
covered in the rates? 

The Commission has chosen the first alternative, in effect applying 
the public utility, fair return doctrine to the production and gathering 
operation. Thus, in the Canadian River case the investment in such 
facilities was included in the rate base and the over-all return was limited 
to 6} per cent.5® In this method the Commission was sustained by a 
closely divided Supreme Court. The majority, referring to its adherence 
to the “end result” doctrine of the Hope case, held that the Act “does 
not preclude the Commission from reflecting the production and gather- 


5¢ The rate jurisdiction of the Commission does not extend to direct industrial sales from 
interstate pipe lines, which therefore have generally been unregulated, although the Indiana 
Commission has recently asserted jurisdiction over such sales within that state, at least to 
the extent of requiring the filing of tariffs and reports, Cause No. 16741, In the Matter of Invesi- 
gation of Panhandle Eastern Pipe Line Company, Nov. 21, 1945. An injunction against the en- 
forcement of this order has been sought by the Company in a complaint filed January 2, 1946, 
Cause No. 5440, Panhandle Eastern Pipe Line Co. v. Public Service Commission of Indians. 

It has been held, however, that all interstate gas sold for resale, “including that sold for 
industrial use, is subject to rate regulation by the Commission,” notwithstanding the speciic 
exemption of such rates from its suspension power, Colorado Interstate Gas Co. v. Feder 
Power Commission, 324 U.S. 581, 596 (1945). Thus the Commission may inquire into tt 
reasonableness of such rates, as well as into any question of discrimination which may Z 
involved in their application, although corrective action, if called for, would presumably = 
limited by its inability to require involuntary rate increases. Troublesome questions might 0% 
arise from the fact that service conditions in such situations are more directly within the co 
trol of the local distribution utility than of the interstate pipe line company. 

§7 Sec. 1(b). 

58 Op. cit., 3 F.P.C. 32 (1942). 
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ng facilities of a natural gas company in the rate base and determining 
the expenses incident thereto for the purposes of determining the reason- 
ableness of rates subject to its jurisdiction.’** The Chief Justice, in a 
dissenting opinion concurred in by Justices Roberts, Reed, and Frank- 
furter, took the position that the Commission had “exceeded its jurisdic- 
tion and reached a result which must be rejected because unauthorized 
by the applicable statute.’’®® Mr. Justice Jackson concurred because 
“the orders in question have no immediate ‘impact’ upon production 
and gathering of gas” and because of the rule laid down by the majority 
in the Hope case. He nevertheless still thought it ‘‘a fantastic method of 
fixing a ‘just and reasonable’ price for gas,’ thus taking a position 
consistent with his thought-provoking separate opinion in the Hope 
case, in which he argued that the conventional methods of public utility 
rate making had little or no application to the natural gas industry.” 
Under these conditions it is evident that the Commission will have 
reason to give further consideration to this problem. 

For the method used by the Commission it should be said that it is 
direct and simple and that it avoids the elements of conjecture which 


would necessarily be involved in an estimate of fair field price—particu- 
larly in areas where independent production is relatively small or where, 
as is frequently the case, competitive pipe-line outlets are few or non- 


existent. And, while it tends to eliminate or reduce the speculative 
profits of natural gas companies from gas production, the Commission’s 
allowance, as operating expense, of the acquisition cost of leaseholds, 
the delay rentals thereon while they are being held in reserve, well-dril- 
ling and exploratory costs and all royalties and other expenditures 
incident to the operation of leaseholds—items which might not be 
reflected in the going field price—tends likewise to minimize the risk 
element in such operations. 

The companies, notwithstanding such lessening of risk, are opposed 

) this method, contending that it is contrary to the intent of Congress 
and that it deprives them of a proper opportunity for profit which is a 
necessary incentive to the exploration for and development of gas re- 
serves. It is argued that the restriction of earnings on their own gas 
production operates to depress the prices paid to independent producers, 
and thus encourages the waste, rather than the conservation of gas. 
Although historically gas discoveries have commonly been a by-product 


it., 324 U.S. 581, 603 (1945). 
/., at p. 615. The opinion also took the position (at p. 617) that the question was not 
before the Court in the Hope case but “is now for the first time presented . . . for 
’ See also the dissent of the same Justices in Colorado-W yoming Gas Co. v. Federal 
ower Commission, 324 U.S. 626, 635 (1945). See also their concurrence in Panhandle Eastern 
fipe Line Co. v. Federal Power Commission, 324 U.S. 635, 650 (1945). 
!., 324 U.S. 581, 608, at p. 611. 
ral Power Commission v. Hope Natural Gas Co., 320 U.S. 591, 628 (1944). 
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of the search for oil, price unquestionably has been a large factor in the 
development of known fields and in the utilization of gas supplies. 
Furthermore, some question may be raised as to the long-run effects of 
recognizing all exploration costs as operating expenses. 

The issue continues to be a live one in current gas rate cases.™ Ap- 
parently the Commission is free to follow either the investment rate 
base or the field price method. Its selection between these alternatives 
must be guided by its judgment concerning the direction in which the 
public interest ultimately lies. The choice is not an easy one. 

One further problem should be referred to briefly: that of insuring to 
the ultimate consumer the benefits of such rate reductions as the 
Commission may secure. Since local distribution is specifically excluded 
from the rate-making authority of the Federal Power Commission, the 
Commission cannot itself require that reductions of wholesale rates be 
passed along. It is—and to the greatest possible extent should remain— 
the function of the state or local regulatory agencies to investigate the 
revenue needs and to prescribe the rates of the retailing utilities. So far 
as the prescription of rates for the future is concerned, the problem is 
mainly one of effecting a proper co-ordination of federal and state regu- 
latory action. In cases, however, where the Commission’s rate reduction 
orders are contested in the courts, and are stayed pending final ad- 
judication, it may become a complicated matter. 

In such cases the rates previously charged remain in effect, with the 
difference between such rates and those ordered by the Commission 
impounded in a fund which is subsequently disposed of in accordance 
with the outcome of the litigation. The appeal may consume several 
years and the impounded fund may grow to huge proportions, as in the 
Panhandle case where it amounted to about 25 million dollars. If and 
when the Commission’s rate order is sustained, there may be some 
question as to the disposition of the fund. Clearly it should not consti- 
tute an undeserved ‘“‘windfall’’ to the local retailing utility, and these 
companies frequently have agreed to pass along the savings to their 
customers. In a recent case, however, the United States Supreme Court 
held that since “the rates collected from customers during the refund 
period were the lawful rates, so fixed’ and the sums impounded had 
been paid by the retailing utility out of its own funds, the ultimate 
distribution of the fund was outside the jurisdiction of the federal court, 
which had granted the stay and administered the impounded monies, 
but must be determined by the state laws relating to rate regulation 
and reparation. 

* E.g., Mississippi River Fuel Corp., Opinion 126 (1945), petition for rehearing denied Janu- 
ary 4, 1946; Dockets G-440 and G-591, United Fuel Gas Co, et al. 


* Central States Electric Co. v. City of Muscatine, 324 U.S. 138 (1945), Justices Black, 
Murphy, Rutledge and Douglas dissenting. 
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The peculiar factual and legal aspects of that particular case are too 
complicated to permit full discussion of its implications here.™ It is 
plain, however, that resort to a multitude of claims by individual cus- 
tomers for a sort of “secondary reparation” would constitute a most 
unfeasible and unsatisfactory method of protecting their interests. 
Should any such situation develop at all generally, the most effective 
regulatory efforts might be largely frustrated unless the agencies con- 
cerned were able to co-operatively devise an adequate remedy. 


Conclusion 


In this paper it has not been my purpose to extol in self-serving terms 
the rate-making achievements of the Federal Power Commission or to 
argue that completely satisfactory answers to all the complex and chang- 
ing questions in this field have been found. Much has been accomplished; 
much remains to be done. Continuing solid effort and thorough eco- 
nomic analysis of the problems which lie ahead will be required if the 
Commission is to protect adequately and justly the public interest in 
the delicate process of rate making, which as Mr. Justice Douglas has 
recently remarked, “involves a balancing of the investor and the con- 
sumer interests.’’® It is my hope, however, that in the decade to come 
the Commission will be able to contribute as largely to the improvement 
of public utility rate making as it has throughout the short period during 
which it has exercised authority in this field of regulation. 

* The claim for refund was made by the city of Muscatine, Iowa, on behalf of some 2,400 
residents who were customers of the Central States Company. In Iowa the state commission 
is without jurisdiction over electric rates, which are fixed by municipal ordinances, but only 
prospectively. The city had directed a rate reduction after the stay of the Federal Power 


Commission’s order was vacated. The Company had not attacked the rates or made any claim 
to the impounded funds until after the Circuit Court of Appeals had adjudged that they be- 


longed to the customers. Mr. Justice Black thought that under the circumstances there was 
little ‘likelihood of these consumers obtaining relief . . . for the injury they have suffered as 
a result of the action . .. in granting a stay of the Federal Power Commission’s order.” (Dis- 


senting Opinion, 324 U.S. 140, 146 at p. 151.) Mr. Justice Douglas thought that “the court 
below selected the most equitable and just method of rectifying the injury done by its stay 
rider.” (Dissenting Opinion, 324 U.S. 140, 152, at p. 153.) 

* Hope Natural Gas Co. v. Federal Power Commission, 320 U.S. 591, 603 (1944). 
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RATE-MAKING POLICIES OF FEDERAL POWER PROJECTS 


By James C. BONBRIGHT 
Columbia University 


According to a recent estimate, 20 per cent of the electric power pro- 
ducing facilities of the United States is now owned and operated by the 
federal and local governments.’ Heading the list of these public projects 
in point of national importance as well as in point of size are the Tennes- 
see Valley Authority’s power system and the Columbia River power 
system, the latter of which generates power at the Bonneville and Grand 
Coulee Dams for transmission and sale by the Bonneville Power Ad- 
ministration. Lumping together all power plants under the jurisdiction 
of the Department of the Interior, one learns that this department 
marketed during the past fiscal year 18 billion kilowatt hours of power, 
or nearly 9 per cent of the national output.? This, I fancy, makes Secre- 
tary Ickes the operator of the world’s largest group of electrical 
utilities. 

Needless to say, when public enterprise reaches the scale thus already 
attained in the field of electric power, its policies of marketing and of 
rate making become a subject of high economic import. The import 
is all the greater because the effect of these policies has been by no means 
confined to those somewhat limited areas where federal power has been 
made available for sale on a large scale. In promoting the widespread 
and intensive use of electricity under the stimulus of radically reduced 
rates of charge, these public projects have exercised a marked influence 
on utility rate making by private companies. A strong case can be made 
for the thesis, maintained by a number of experts who have watched the 
recent trend of utility rates throughout the country, that the example 
of extremely low rates charged by various publicly-operated plants, to- 
gether with the marked increase in demand for electricity accompanying 
these lower rates, have been far more potent in causing private com- 
panies to reduce their own rates than have all of the regulatory efforts 
of the public service commissions. 

The subject of this paper concerns the rate-making policies of the 
most dynamic of these publicly-operated systems; namely, the federal 
projects operated as parts of multiple-purpose river developments. But 
I shall not attempt a complete coverage of even this limited subject. 
Instead, I propose merely to mention certain rate-making policies 
that seem to me of outstanding interest. 

Let it first be noted that the war has greatly retarded the develop- 

1 Peter Becker, Jr., in Wall Street Journal, Nov. 15, 1945. 

? So stated in a report by Arthur Goldschmidt, Director of the Power Division, to Secre- 


og gua December 16, 1945, as quoted in Public Utilities Fortnightly, January 17, 1%, 
p. 100. 
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ment by the newer federal agencies of their peacetime policies of market- 
ing and pricing electric power. The TVA had hardly made more than a 
sood start in the widespread distribution of power throughout the Val- 
ley before it was compelled to direct its efforts to the supply of high load 
o- © factor power for the production of aluminum and of other materials or 
he | implements of war. The Bonneville Power Administration did not even 
ts have a chance to make a good start, and its major generating capacity 
was rushed frantically to completion in order to meet the threat of a 
menacing war shortage of electric power. 
lhe contribution of these and other federal power projects to the 
winning of the war—a contribution so vital that it has already repaid 
the nation many times over for the construction costs of the power 
nt — facilities—would be well worth telling in detail—all the more worth 
er, — telling since it is a contribution not overstressed by the highly active 
blicity bureaus of the private utility companies. But the con- 
rsion of the federal power projects so largely into war industries was 
t helpful to an experimental growth of rate-making policies designed 
, serve the economic welfare of regions. As a result, a current survey of 
se policies would report no striking changes in power policies from 
ort — those prevailing five years ago. What it would disclose is the presence 
ans today of some difficult but intriguing problems of developing markets 
een for a power generating capacity far in excess of that which would have 
ead been completed by 1946 had it not been for the urgency of the war. As 
ced [— the Bonneville Power Administration stated in its last annual report, 
nce f® these war requirements have telescoped ten years of normal growth into 
ade [a brief five years. 
the J Turning now to what seems to me the outstanding attributes of 
ple national power policy, I would mention, first, a change in major objec- 
to. J& tive from that of securing maximum revenue to that of encouraging a 
ing widespread and intensive use of electricity by various promotional de- 
ym- ® vices, including a marked reduction in market price. This change in 
phasis is illustrated by the contrast between the TVA policies and 
ie original arrangements for the marketing of power from Boulder 
am. Under the Boulder Dam program, which was developed during 
ie administration of President Hoover, electric power (or rather the 
ght to use the flowing water and the right to use the generating 
ect. plants for the conversion of this water into power) was to be marketed 
cies § at the bus bars to municipal and private distributors which would 
assume the responsibility for transmission and which would be free 
lop- irom any federal control of the rates at which they would resell the power 
to the ultimate consumers. On the other hand, both the TVA and the 
ecte- Bonneville Administration undertake transmission as well as genera- 
tion; and both are under statutory mandate to give priorities to public 
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distributors. Moreover, both agencies undertake to protect the ultimate 
consumers by contractual provisions requiring the retail distributor 
to abide by certain terms of resale set forth in the contract. In the execu- 
tion of this policy TVA has had the opportunity to make much more 
progress down to date than has the Bonneville Administration. 

The change in primary objective that I have just noted as one from 
that of maximum revenue to that of widespread and intensive use of 
electric power has been characterized by some writers as a change from 
the federal policy of selling power at a profit to the policy of selling this 
power at cost. This latter statement, however, would oversimplify the 
nature of the shift in policy. It would ignore the fact that the power 
from some of the reclamation projects—notably from Grand Coulee— 
is designed to be sold at a profit, which in turn is to be used to sub- 
sidize irrigation. In the second place, it would overlook the fact that 
the very meaning of the phrase “sale of power at cost’’ is indefinite, 
because many of the costs of river development that are assigned to 
power are shares of joint costs allocated on some basis that is necessarily 
arbitrary within wide limits. Under these circumstances, the relation- 
ship between the wholesale rates of the federal power projects and the 
costs of producing power from these projects, including both fixed 
charges and operating expenses, is by no means close. 

This lack of close adherence of wholesale power pricing to the prin- 
ciple of sale at cost might be criticized by some as a major weakness in 
our prevailing national power policies. In my opinion, however, it is a 
virtue rather than a weakness—at least so far as concerns the rate- 
making policies of the projects in the Pacific Northwest and in other 
areas of the country that are still undeveloped industrially. In these 
areas there are impelling reasons for basing wholesale power prices 
largely on estimates of rates that will permit a rapid development oi 
the power market. As long as such rates are more than adequate to cover 
those operating costs and fixed charges that are directly assigned to 
power, as distinct from those costs that can be allocated only by some 
joint cost formula, I doubt the wisdom of an attempt to equate rate 
levels with arbitrarily allocated production costs. 

Closely related to the policy of encouraging widespread and intensive 
use of electric energy has been the further policy of directing that use 
into channels deemed to be of greatest public benefit. Overlooking the 
priorities of war industry, since we are here concerned with peacetime 
objectives, one notes two types of preferences established by Congress 
with respect to the Tennessee Valley Authority and the Bonneville 
Power Administration. The first preference, which appears to refer to 
market priorities rather than to the enjoyment of lower rates, is a prefer- 
ence given to states, counties, municipalities, and rural co-operatives. 


rhe 
decla 
desig 
with 
onda 
load 
use a 
creas 
these 
Cong 
York. 
powel 
The 
to the 
dustri 
on th 
of gre 
mum 
low re 
dustri. 
retail 
the ne 
a defir 
ana 
practi 
the lov 
signed 
Let 
a featu 
widesp 
as they 
estima 
large d 
themse 
greater 
philoso 
Ford 
line wi 
the red 
we hav 
of the t 


Tenne 
‘ Laws 


PUBLIC UTILITY REGULATION 429 


[he second preference, which concerns rates directly, is contained in 
declarations of policy to the effect that the federal power projects are 
designed particularly for the benefit of domestic and rural consumers, 
with the consequence that sale to industry must be considered a sec- 
ondary purpose ‘‘to be utilized principally to secure a sufficiently high 
load factor and revenue returns which will permit domestic and rural 
use at the lowest possible rates and in such manner as to encourage in- 
creased domestic and rural use of electricity.’”* Incidentally, both of 
these types of preferential provision seem to have been taken over by 
Congress from the earlier Power Authority Act of the state of New 
York, which was passed in 1931 and which applies to the marketing of 
power from the proposed St. Lawrence River development.‘ 

The preference which these federal and state statutes would accord 
to the small retail consumer of electricity as distinct from the large in- 
dustrial user has sometimes been criticized by public utility spokesmen 
on the ground that the promotion of industries by low power rates is 
of greater importance to the community than the promotion of maxi- 
mum residential use. In practice, however, the policy of encouraging 
low residential rates has worked in harmony with the policy of low in- 
dustrial rates. This has been true because in the very interest of serving 
retail customers at minimum rates the public projects have been under 
the necessity of quoting low rates for industrial use. Only where there is 
a definitely restricted supply of low-cost hydro power, as has been the 
case at Niagara Falls for a number of years, may there arise a serious 
practical conflict between the objective of serving small consumers at 
the lowest feasible rates and the objective of low wholesale rates de- 
signed to attract high load factor industry. 

Let me turn now to a fourth feature of federal power rate making— 
1 feature which is in harmony with the primary objective of promoting 

lespread use of electricity. I refer to the fact that initial rates, insofar 
as they have been set by reference to cost factors, have been based upon 
estimates of those reduced costs that are expected to result from the 
large demand and the high load factors which the low rate schedules 
themselves make possible. In other words, the public plants, to a far 
greater extent than the private plants, have been operated on the 
philosophy of price fixing so often associated with the name of Henry 
ford—the philosophy of cutting prices first and then bringing costs into 
ine with these prices, as distinguished from the practice of allowing 
the reduction in price to wait upon a prior reduction in unit costs. Here 
we have a striking illustration of the point, long familiar to the writers 
of the textbooks in economic theory, that the price of a commodity may 


ssee Valley Authority Act, Sec. 11. 
‘L rope 4 York, 1931, Ch. 772, Sec. 5, Subsec. 5. 
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affect its production cost just as clearly as the production cost may affect 
its price. 

Will Mr. Seymour please check my impression of the extent to 
which rate reductions have been made in the expectation that they 
themselves will lead to later cost reductions. I take it that this was 
a policy both of the TVA and the Bonneville Power Administration 
in setting its wholesale rates, and I also assume that the TVA relied 
upon an expected future increase in demand for electricity when it 
set its standard rate schedules for municipal distributors at rates be- 
tween 30 per cent and 60 per cent below those rates that had hitherto 
prevailed in the community. A number of the municipal distributors 
have already reduced their rates below the TVA standard. These later 
rate reductions, however, seem to have taken the more orthodox form 
of following after the realization of excess revenues. 

A fifth aspect of federal power policies must be noted in the form of 
an unsettled question rather than of a firmly established principle. It 
concerns the problem whether or not public plants should be subject to 
taxation, or to payments in lieu of taxes, comparable to the very heavy 
taxes imposed upon private utilities. If the rates charged by the public 
plants were designed to serve, without qualification or correction, as 
yardsticks for the performance of private companies, there could be 
only one rational answer to this question. In that event, public plants 
should be subject either to outright taxes or to payments in lieu thereo/ 
designed to fall on the rate-payer with the same burden with which 
the private company’s taxes fall upon the consumers of these companies. 
Quite without reference to the tax factor, however, any attempt to 
design the rate-making practices of public plants so that their rates can 
be accepted, without qualification and without close analysis, as stand- 
ards for private plant performance, seems to me to be unfeasible. ‘This 
opinion by no means warrants the extreme conclusion that the rates 
charged by the TVA municipalities or by other publicly-operated plants 
furnish no indication of the rates which a private company can or should 
charge. It does mean, however, that the bearing of the rates actually 
charged by a public plant in one community on the rates which should 
be charged by a private plant in another community is a subject for 
expert inference. The simple assumption that the rates ought to be the 
same is not warranted in the absence of careful study. 

In making such a study the analyst can make allowance for tax dif- 
ferentials, although the making of an adequate allowance gives rise to 
difficulties when the differential is very large. 

The 1940 amendment to the Tennessee Valley Authority Act, which 
may or may not set a nation-wide standard, marks a kind of a com- 
promise between complete freedom from any tax burden and subjection 
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to a burden equivalent to that imposed upon private companies. Out 
of its own revenues the Tennessee Valley Authority is directed to pay 
to the states and counties in the Valley area percentages of gross 
revenue designed generously to offset the loss of tax revenues sustained 
by the states and other subdivisions from the acquisition by the TVA 
of reservoir land and of private utility properties. This statutory per- 
centage of gross TVA revenue started at 10 per cent in 1940, declined 
until it reached 63 per cent for 1945, and will fall to 5 per cent in 1948 
| thereafter. 

‘he various municipal and co-operative distributors, in their turn, 
are permitted by their contracts with TVA to charge rates which, after 
yielding 6 per cent on net investment in their utility plants, will secure 

nues in lieu of taxes, measured by the application of state, county, 

| local assessment rates to the book values of their properties. It 
be noted that neither with respect to the TVA itself nor with re- 

t to the municipal distributors is any attempt made to collect 
the rate-payers revenues equivalent to the federal tax payments 

{ private companies. If one treats the TVA and its constituent dis- 
ibutors as a single operating system, the total payments of this 
tem in lieu of taxes for the fiscal year 1944 amounted to about 7 per 

| of gross power revenues as compared to the ratio of about 21 per 

t for the electrical utilities of the nation. ; 

(hose who regard high public utility taxes as a desirable source of 
government revenue will view with regret this relatively light burden 

n the customers of the public plants. Without attempting to discuss 

merits of this question, let me merely express the opinion that Con- 

ss acted with great wisdom in declining to impose upon the consumers 

oi TVA power payments comparable to the taxes levied against electrical 

ility y The only plausible defense for high electrical utility 

1, totaling from 20 to 25 per cent or more of the consumer’s 

ollar, a the defense that, under existing defective public service regu- 

taxation must partly take the place of regulation in preventing 

companies from making excess profits. Whatever may be the validity 

s position, it does not apply to publicly-owned and -operated 
enterprise. 

Time limits now require me to pass over a number of other aspects 
ederal rate-making policies in order to conclude with a brief dis- 
ion of joint cost allocation. Let me mention, however, an important 
rence between the rate policies of the TVA and Columbia River 

cts on the one hand, and the Hydro-Electric Power Commission 
tario on the other hand. The Ontario Hydro bases its wholesale 
arges to the co-operating municipalities on cost estimates which vary 
with the transmission distance between the community that buys the 
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power and the location of the generating plant. That is to say, the longer 
the transmission distance, the higher the charge. On the other hand, 
both the TVA and the Bonneville Administration quote a blanket or 
postage-stamp rate schedule which is the same to all distributors taking 
their power from the federal transmission system. The relative merits 
of these two systems of rate making are still at issue among experts, 
and a decision for the one policy or for the other is likely to have a 
material effect on the location of those industries to which cheap power 
is an important factor. I hope that Mr. Seymour will give us the benefit 
of his views. 

Still another problem of power price fixing that deserves discussion 
concerns the proposal, recently made before a Congressional com- 
mittee, that the Reynolds Metal Company or other “independent” 
producers of aluminum should enjoy especially favorable contracts for 
the purchase of power from one or more of the federal agencies in order 
to put them on a competitive par with the Aluminum Company of 
America. My own reactions to any proposal for discriminatory rates of 
this character are distinctly adverse. An outright cash subsidy to sup- 
port competition would seem to me to be preferable. 

The last subject of this paper—that of the allocation to power of a 
share of the joint costs of multiple-purpose dams and other structures— 
has given the power experts in Washington and in the regional agencies 
more headaches than any other aspect of rate making. The requirement 
that some allocation be made and that these allocated joint costs be 
added to the direct costs of the power plants as a measure of the total 
federal investment in power facilities seems now to have become an 
accepted Congressional policy. Under the mandate of its statutory 
charter the TVA has made repeated allocations, keeping them down to 
date as new multiple-purpose dams have been brought to completion. 
According to its 1944 report, which is the last that I have seen, 40 per 
cent of its joint investment has been charged to power, 20 per cent to 
flood control, and 40 per cent to navigation. 

In June, 1945, the Federal Power Commission allocated about 5! 
per cent of the joint facilities of the Bonneville Dam to power, the 
balance presumably being assigned by implication largely or entirely 
to navigation.® In a report submitted to the President by Secretary 
Ickes on March 27, 1945, 56 per cent of the estimated costs of the dam 
and reservoir at Grand Coulee is allocated to power and 44 per cent to 
irrigation, after the deduction of a 1 million dollar item which Congress 
itself had allocated to navigation and flood control. On April 20, 1943, 
the Federal Power Commission made an interim allocation of the costs 


* In a sharply dissenting opinion Commissioner Nelson Lee Smith concluded that 85% of 


the joint costs should have been allocated to power. 
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of the Fort Peck Project on the Missouri River in Montana. Its provi- 
sional allocation, however, assigned to power no share of the cost of the 
dam. 

Needless to say, a systematic discussion of the philosophy and tech- 
nique of these allocations is out of the question here. I can best refer 
those who are interested to the able treatment of the subject by Joseph 
S. Ransmeier in his monograph on The Tennessee Valley Authority 

Nashville, 1942). 

In order to provoke discussion, I shall take the liberty of closing 
this paper with several comments on the significance of these alloca- 
tions, presented with almost no attempt to support my opinions: 

|. Out of a wide variety of proposed principles of allocation, the one 
now most generally accepted is the “‘justifiable alternative expenditure” 
principle. This is a version of the benefit theory of allocation. It differs 
from other benefit theories in assuming that the value of a dam for 
any one purpose (such as navigation) is limited by the cost of attaining 
that purpose by means of an alternative single-purpose project. As- 

e, for example, the construction at a cost of 50 million dollars of a 
dam serving the dual purpose of navigation improvement and of power 
supply. The navigation value of the dam is deemed to be limited by the 
cost—say 20 million—that would have to be incurred in putting up a 
less expensive dam or series of dams for navigation alone. Hence, the 

navigation value of this dual-purpose dam cannot exceed 20 million 
Assume, however, that the advantage to the community or 
nation of making the river navigable has a present value of only 10 
million dollars. Under this assumption, the navigation value of the dual- 
purpose dam is only 10 millions. 

2. Despite its widespread acceptance, the “alternative justifiable 

penditure” principle, as generally applied, overlooks the fact that 
the construction of a single-purpose project in a river often destroys 

opportunity to develop that same river for any other purpose. In 
snoring this fact, the theory assumes that the advantage of a multiple- 
purpose river development lies merely in the saving of costs that might 
otherwise be incurred in securing all of the same services by separate 
levelopments. Such an assumption is obviously false. The great ad- 
vantage of the multiple-purpose engineering project lies not in saving 
onstruction costs but rather in its ability to secure from a flowing 
stream two or more services that could not be secured simultaneously 
by single-purpose structures. 

3. Even if this and other theoretical objections to the more plausible 

thods of joint cost allocation could be shown to lack foundation, the 
practical difficulties of an intelligent appraisal of the benefits derivable 
irom a multiple-purpose enterprise—an appraisal that must be made in 
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anticipation of the receipt of these benefits—makes a hocus-pocus out 
of any attempt to allocate on scientific principles. By this I mean that 
any allocation must necessarily be arbitrary within a very wide range 
of error. 

4. If this point is well taken, the policy of adjusting power rates 
with the object of making them cover not only separable costs but also 
allocated portions of the joint costs is defensible only on the ground that 
there are certain practical and political advantages in setting certain 
frankly arbitrary standards for the revenues to be raised by federal 
power projects. 

5. If federal power policies were being devised anew, I should be in- 
clined to agree with those economists, such as Horace M. Gray, who 
would completely ignore allocated joint costs as a factor in power pric- 
ing, thereby applying a kind of by-product theory to the rate-making 
practices of multiple-purpose river developments. In view, however, of 
the prevailing Congressional policy to the contrary, it seems to me that 
the question may wisely be left open pending more experience with rate- 
making practices under the somewhat hazy influence of allocated joint 
costs. 

6. However, in the light of some of the theoretical objections to cost 
allocations on the justifiable alternative expenditure theory, I would 
suggest that close consideration be given to the proposal to allocate to 
power the entire capital cost of a multiple-purpose project minus the 
total estimated value of all the nonpower services supplied by that 
project. This latter method of allocation seems to me to have a special 
claim to acceptance in those cases where the construction of an alterna- 
tive single-purpose project in the river would have defeated the ac- 
complishment of the other purposes. 
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DISCUSSION 


CLtypE OLIN FisHER: My remarks will be limited to the paper presented 
by Professor Lewis. In the main, I believe the evidence justifies the color 
scheme which he has put upon the canvas. I say this despite the fact that 
over the last decade there have been numerous trends, in diverse directions, 
and it is just about as difficult to formulate comprehensive generalizations 
in this area as it is to indicate in a brief statement “the” color of the rain- 
bow. The truth of the matter is that state regulation over the past decade 

s been characterized by a riot of colors rather than by any one dominant 
regulatory motif. I shall attempt in the limited time available to me to 
comment briefly and perhaps dogmatically upon some of the problems which 

-e been suggested by Professor Lewis. 

He has limited his paper to the major economic responsibility of state 

smmissions; namely, the establishment of rates and the various aspects of 
regulation relevant to that objective. It should be noted that state commis- 
sions have many responsibilities which bear no direct relationship to the 

tion of rates. Measured quantitatively a state commission probably 
devotes more time to nonrate problems than to the establishment of rate 
bases and the determination of rates of return. Many problems arise as to 
the extension of utility service, the elimination of discrimination of one 
sort or another, the establishment of standards of performance and the 
requirement of safety measures, the determination of the proper number of 
cabs and of motor vehicles for the movement of freight, and the estab- 
iment of standards of performance required of all public utility corpora- 
tions. The evidence indicates that state commissions have accomplished 
results less open to valid criticism in these areas than in the determination 
of rates. Commissions have been persistent in their campaign to insure ade- 
quate service and to eliminate unwarranted discrimination. This is not to 
suggest the unimportance of rate regulation but merely to avoid the wrong 
perspective by assuming that the rate problem is the only one falling within 
the jurisdiction of a utility commission and the only basis upon which regu- 
tion is to be appraised. 

Professor Lewis calls attention to the conflict between federal commis- 

us and state commissions and notes a diminution of hostility of state 
commissions toward what is designated “the invasion of states’ rights.” I 

t very much if this opposition on the part of state commissions is any 
less vigorous at the present time than it was ten or fifteen years ago. State 
commissions hold that there is a proper place for federal regulation and an 
appropriate role for state regulation, that the two types of regulation should 
be integrated, and that there should be no uneconomic duplication in this 
teld. It would be an error to conclude that the opposition of state bodies 
to the further extension of federal power represents nothing more than a 
struggle for jurisdiction. State commissions, if I judge properly the present 
‘imate of opinion, believe that the federal agencies have accomplished 
invaluable results and that state regulation, without the support of these 
agencies, would not be adequate to meet the requirements of the present 
day. They insist that the Federal Power Commission was created to fill the 
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regulatory gap caused by the decision of the United States Supreme Court 
in 1927 in the so-called Aitleboro case! and in those cases where, in the 
language of the Supreme Court, there existed an “indeterminate penum- 
bra.” They do not agree that it is necessary, or even desirable, that the 
federal agencies do for a state what it can do for itself. This, despite the 
fact that the federal agency may be more adequately manned and in a 
position to do, when judged by objective standards, an even better job 
than can be done by a state agency. Paradoxically, it means that poorer 
government self-imposed may be superior to better government imposed 
from without. This reflects a conviction that under our form of government, 
if one may paraphrase the dissenting opinion of Justice Brandeis in the 
New State Ice Company case? “‘the people of the state should have the privi- 
lege of stewing in their own juice if juice stewing is what they wish.” 

The United States Supreme Court has supported the Federal Power 
Commission in its major efforts though more recently it has indicated a 
somewhat narrower interpretation of the jurisdiction of this Commission 
than was claimed by it. This limitation, reflected in the case of the Federal 
Power Commission v. The Connecticut Light and Power Company,' is not 
displeasing to those who believe in the retention of state autonomy (includ- 
ing thereby the privilege of making mistakes) excepting in those fields in 
which the effects of regulation in one state spill over state boundaries and 
produce ills outside the state. Professor Lewis would probably subscribe 
to this political philosophy but the statement in his paper suggests criticism 
of the states for their campaign to maintain state autonomy in purely 
local matters. 

Because of the limitation of time I shall be very brief and dogmatic in 
presenting what seem to me to be the more significant advances made in 
state commission regulation during the past decade. I shall not have time 
to develop these topics. 

1. State commissions have made substantial progress in requiring 
strengthening in the capital structure of utilities subject to their regulation. 
Their efforts in this respect have been reinforced by the Securities and Ex- 
change Commission and other federal regulatory agencies. There has been 
increasingly an insistence upon a substantial portion of equity money in 
capital structure and a reluctance to approve excessive bonded indebted- 
ness. Unfortunately, the federal tax laws have made it more difficult to 
accomplish the objective in this direction. 

2. As a corollary to the above, commissions during the last decade have 
insisted upon the substitution of depreciation accounting for the old tech 
nique of retirement accounting. The depreciation reports of the N.A.R.U.C. 
Committee, together with the study given to the subject by the Association, 
have promoted progress in this direction. 

3. Closely related to the improvement of capital structure is the insist- 
ence by state commissions during recent years that utilities finance them- 


1 Public Utilities Commission of Rhode Island v. Attleboro Steam and Electric Co.,273 U.S. 8 
* New State Ice Co. v. Liebmann, 285 U.S. 262. 
389 L. Ed. 691. 
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selves on the most favorable terms available in the market. The decision of 
the Supreme Court in the Hope case, in which the Court emphasized the 
fiscal requirements of a utility, has placed upon commissions a greater re- 
sponsibility than they formerly had to insure financing on the best terms 
the market will permit. 

4. State commissions during the past decade have placed less reliance 
upon the TVA and other federal projects as so-called “‘yardsticks.” None 
the less, the work done by the TVA in the utilization of promotional rates 
has served as a stimulus to state commissions to look with favor upon rate 
schedules which include the promotional] feature. 

5. State commissions by a large majority have never willingly attached 
major significance to cost of reproduction in the establishment of rate bases. 
The decision of the Supreme Court in the Hope case* has emancipated them 
from reliance upon so-called “‘fair value” and has given to them the green 


industry seems to have reconciled itself to the utilization of investment as 
the proper gauge of the rate base. Many refinements still need to be made 
in the utilization of investment but there is every indication that cost of 
reproduction now plays and will continue to play a negligible role in the 
establishment of rate bases. 

6. The federal excess profits tax has created a great deal of controversy 
within the field of regulation. There has been a difference of opinion as to 
whether the excess profits tax constitutes an operating expense. Emphasis 
has been given to the pronouncements of Justice Brandeis in the Galveston 
case’ to justify the inclusion of this tax as an operating expense. The state 
of Michigan, however, and several other state agencies have adopted a 
somewhat more realistic position and have concluded, on the basis of the 
decision of the Michigan Supreme Court, that excess profits taxes need not 
be counted as operating expenses if the earnings of a utility are adequate 
before the point of entry of the excess profits tax. Now that the excess 
profits tax has been eliminated the issue is no longer of major importance. 

In contrast to the positive accomplishments in state regulation as indi- 
cated hereinbefore, regulation on the state level has continued defective 
na number of particulars: 

1. First, there is no indication that the general public realizes the neces- 
sity for a more adequate technical staff and the making of larger appropria- 
tions if regulation is to be really effective. The progress made in this direc- 
tion is far too slight. 

2. I concur in the conclusion of Professor Lewis to the effect that state 
commissions have shown no tendency to regulate utilities in such manner 
‘s to promote full employment and complete utilization of our economic 
equipment. As a matter of fact, this would be extremely difficult if not im- 
possible where there are forty-odd different regulatory agencies. Further- 
more, there is no likelihood that the courts, or public opinion for that mat- 
‘er, would support the application of any such program that might be at- 

320 U.S. 591, 1944. 

* Galveston Electric Co. v. City of Galveston, 258 U.S. 388. 
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' light to adopt a more realistic policy. At the present time even the utility 
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tempted by a state commission. Something has been done, however, by the 
inclusion in rate schedules of fuel adjustment clauses and other escalator 
clauses, the effect of which is to integrate utility rates more nearly into the 
general economic picture. 

3. Finally, perhaps the most serious defect of state regulation is the 
failure to do anything to provide an incentive to better performance. In 
the past the regulatory “lag” has prevented some of the ill effects of the 
“cost plus” basis upon which utility rates have been established. If regula- 
tion becomes more effective and expeditious this lag should tend to disap. 
pear. Already many representatives of regulatory agencies are giving con- 
sideration to the establishment of objective standards by which utility 
performance may be measured. In my judgment one of the most fruitful 
lines of investigation for the future lies in the direction of the promulgation 
of such standards which will permit a correlation of earnings and proved 
efficiency. 
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fessor Lewis’ stimulating appraisal of the course of public utility regulation 
during the past fifteen years of depression and war. I think that he has pro- 
perly placed the emphasis on the underlying secular developments in regu- 
lation during that period rather than on the more ephemeral phases of these 
distorting sequences of events. 

From his appraisal he has drawn two general conclusions. First, that 
within its own field utility regulation gives promise of fulfilling its protec- 
tive functions, but is unlikely to prove an effective promotional agent ora 
means of implementing broader social and economic policies. Second, that 
we have not yet developed—and are not likely to develop—within our 
framework of regulatory concepts and procedures, a rationale of control 
that can be extended to other segments of industry with any hope of im- 
proving the functioning of the general economy. 

I am very strongly inclined to agree with Professor Lewis’ second con- 
clusion, and to accept his first conclusion as a reasonable though perhaps 
pessimistic forecast. Undoubtedly the first task of the regulatory agencies 
is to consolidate the ground that has been gained in the final Hope case 
break-through in the old lines of valuation doctrine. However, I would urge 
that that should not mark the end of the campaign. Rather, the regulatory 
agencies now have an opportunity and a responsibility to extend the orbit 
of their analysis beyond the static confines of cost determinations and al- 
ready established demands. 

The grounds for supposing that this may be possible appear to me to 
exist in the opinions of the Hope case itself. The majority opinion’ empha- 
sized the broad scope of the regulatory authority of Congress to regulate 
the prices of commodities in interstate commerce and referred benevolently 
to prior rulings of the court bearing on the application of controls in other 
areas to which the doctrine of fair return on fair value had not generally 
been extended.” 

1 320 U.S. 591, 601, 1944. 


? For example, the decision in the Nebbia case sustaining the constitutionality of the Nev 
York State milk control law. 291 U.S. 502, 1934. 
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Moreover, in liberating the regulatory agencies from the incubus of tra- 
ditional fair value rules the majority underlined the discretion of these 
authorities in the oft-quoted statement that “‘it is not the theory but the 
impact of the rate order which counts. If the total effect of the rate order 
cannot be said to be unjust and unreasonable, judicial inquiry under the 
act isat an end. The fact that the method employed to reach that result may 
contain infirmities is not then important.’* To be sure the Federal Power 
Commission had departed from past practice chiefly in basing its valuation 
' on prudent investment, without giving lip service to other traditional con- 
siderations. Hence the approval of its procedure cannot be regarded as 
viving a carte blanche to more novel deviations from the ancient party 
line. Yet the door can scarcely be said to be closed to exploratory ventures 

o new terrain. 

That some measure of experiment might not be foredoomed to failure 
is furthermore suggested by the viewpoint expressed in the dissenting opin- 
ion of Justice Jackson, to which Justice Frankfurter lent his general ap- 
proval. Justice Jackson’s dissent was not based on the view that the major- 
ity opinion had gone too far, but on the more significant ground that it had 
not gone far enough. He agreed with the majority in freeing the regulatory 
agencies from the necessity of observing ancient shibboleths of present 
value, and approved the use of prudent investment in arriving at a valua- 
ion of transmission facilities. But he challenged the propriety of pricing 
natural gas in the field on the basis of investment, prudent or otherwise, 

gas field development, on the ground that there was no direct connection 
between the cost of field development and the value of the product. 

Instead he urged that the price of gas in the field could more appropri- 
itely be established “‘as one would fix maximum prices of oil or milk or any 
ther commodity.” He said: 

Such a price is not calculated to produce a fair return on the synthetic value of a rate base 
dividual producer, and would not undertake to assure a fair return to any producer. 
hasis would shift from the producer to the product, which would be regulated with 

to average or typical producing conditions in the field. 
price-fixing process on economic lines would offer little temptation to the judiciary 
e backseat drivers of the price-fixing machine. The unfortunate effect of judicial 


n in this field is to divert the attention of those engaged in the process from what 
cally wise to what is legally permissible.‘ 


To be sure Justice Jackson’s proposal that the case be remanded to the 
Commission to work out something along that line was not accepted by 
majority, and so cannot be regarded as more than a minority incite- 
ment to insurrection. It is likewise clear that Justice Jackson himself did 
issent from the idea that cost provides an acceptable basis for pricing 

the services of physical facilities as contrasted with goods. 
Nevertheless one may perhaps wonder if regulatory agencies could 
profitably exercise some of their new freedom in the cautious exploration of 


alt 
rnat 


native or supplementary measures of regulation, to determine their 
pucability to the pricing both of commodities such as gas in the field 


and 


d of services as Justice Jackson conceives them. 


591, 602, 1944, 
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That times have indeed changed is suggested by Justice Jackson’s impli- 
cation that the existing mechanisms for price fixing in the areas he specified 
constitute a general rationale for fixing both maximum and minimum prices 
under normal conditions. 

Be that as it may, it would seem that the time is ripe for a consideration 
of alternative or supplementary techniques of price making to determine 
their possible usefulness in the utility field. 

It must be conceded that prewar standards of control in these other jp- 
dustries were vague and unprecise, even in comparison with contemporary 
standards of utility regulation, and that the market conditions were such 
that the question of a fair return on capital investment did not arise as a 
practical issue.’ Our experience with controls in other fields may therefore 
appear to be irrelevant. 

I am inclined to think, nevertheless, that one important feature of the 
development of regulation in those areas, and, even more, of our wartime 
experience, was the development of a broad point of view in approaching 
basic questions of control. These were necessarily tackled in terms of an 
entire industry or, at least, of an entire market rather than in terms of 
particular suppliers. The problems, then, were mainly those of adjusting 
total supplies to existing or foreseeable demands. And while consideration 
was given to costs, the costs to be considered were those of evoking the ne- 
cessary supplies. Supply line analysis could, and in some instances was, 
employed as an aid to cost determinations.*® 

One question that arises from a consideration of controls in other areas 
is whether greater emphasis might not be placed in the future on a general 
or regional rather than on a company-by-company approach to the problem 
of establishing utility rate levels and schedules. The question would then 
be one of determining the appropriate level and structure of rates, not with 
reference to the costs of any particular company, but with regard to the 
whole structure of demands, both existing and potential, in the area in- 
volved, and with reference to the necessary costs of providing the requisite 
service to the entire area. 

In such a determination the peculiarities of any particular local situation 
would not govern the over-all result, but could be correlated in one way or 
another with it. The necessary capital costs involved in providing service 
could not be overlooked, nor could the conditions surrounding the attrac- 
tion of additional investment funds be neglected, but they would be gen- 
eralized rather than particularized considerations. There would likewise 
be an opportunity for applying reasonably direct profit incentives to com- 
panies that were able substantially to improve their operations in com- 
parison with the norm or average of performance. And it is probable that 
greater use could be made than at present of interarea or interregional 
comparisons of rates and performance in determining what constitutes 4 
reasonable level of rates or a proper schedule of charges. 


5 See, Economic Standards of Government Price Control (TNEC Monograph No. 32, 1941 
® Ibid., 452, 458-459, 


442 AMERICAN ECONOMIC ASSOCIATION 


Ob 
state 
of col 
gener 
in pa. 
aid o! 

On 
fessor 
now € 
their 
which 
ards, 
subjec 
latory 
their | 
prese! 
be he 


Ep\ 
starts 
to bot 
devel¢ 
the m 

In 
deft 
empha 
to 
of rett 
misslo 
partici 
of vah 
mulas, 
cedure 

As f 
In som 
and w! 
SO far i 
hess, o 
of bias 

I rec 
plainly 
has not 
Comm 
ion, is 
short o 


being ] 


& 
ral 


PUBLIC UTILITY REGULATION—DISCUSSION 441 


Obvious difficulties stand in the way of the use of such an approach by 
state agencies, of which one of the most important is, no doubt, the lack 
of conformity between state boundaries and the areas for which any such 
veneralized procedure might be appropriate. Such difficulties might be met, 
in part at léast, by joint action by the agencies of several states, with the 
aid of their opposite federal numbers. 

One other point, it seems to me, requires emphasis in the light of Pro- 
fessor Lewis’ appraisal; namely, that the greater freedom that commissions 
now enjoy in the exercise of their own discretion correspondingly increases 
their responsibility for formulating and clearly stating the standards by 
which they profess to operate. Lacking clearly defined and consistent stand- 
ards, regulation cannot escape the charge of opportunism, nor can it be 
subjected to effective public scrutiny, criticism, and evaluation. If the regu- 
latory agencies fail, on the whole, to develop a rationale for the exercise of 
their new freedom that is explicit, rooted in sound analysis, and effectively 
presented, there is danger that regulation may again come, by default, to 
be hedged about by legalistic rules developed ad hoc by the courts. 


EpwArD W. MoreHousE: My appraisal of Commissioner Smith’s paper 
starts with his avowed purpose “to afford a factual basis for judgment as 
io both the extent and the desirability of the Commission’s influence upon 
developments in the utility rate-making field, as well as to indicate some of 
the more troublesome economic questions which have arisen.” 

In my opinion, Commissioner Smith has done an artistic, adroit, and 
deft job of picturing the FPC as the Sir Galahad of regulation. He has 
emphasized the direction, more than the goal, of the Commission’s efforts 
to establish principles for determining the rate base, depreciation, and rate 
of return and for allocating costs. There is no question but that the Com- 
mission’s influence in these areas has been extensive and weighty, more 
particularly (1) in minimizing, if not retiring, the cost of reproduction theory 
of valuation, (2) in emancipating commissions from court-prescribed for- 
mulas, (3) in cleaning up balance sheets and tightening up accounting pro- 
edures generally. 

\s for the “desirability” of the FPC’s influence, I have mixed feelings. 
In some directions I think the Commission’s influence has been constructive 
and wholesome, although in other directions I think they have either gone 
so far as to somewhat impair confidence in their impartiality or reasonable- 
ness, or have not clarified their real aim or goal, which gives rise to suspicions 
ol bias. 

| recognize the difficulties of a person holding public office to speak out 
plainly in public discussion. Nevertheless, I feel that Commissioner Smith 
has not made wholly clear just where he personally stands, or just where the 
Commission is heading, on certain aspects of some issues. This, in my opin- 

n, is regrettable and makes an otherwise admirable paper fall somewhat 
short of complete persuasiveness. I think it is in the interest of the utilities 
being regulated as well as their consumers and investors to have these 
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issues and goals brought into the open, discussed frankly and dispassion. 
ately, and settled. The regulated utilities would then have no ground, or a 
least less ground, for suspecting a “birch rod in the closet.” 

Let me be specific. 

There is the issue of federal versus state regulation on which the record of 
the FPC is not of the best. Commissioner Smith claims for his Commission 
the lion’s share of the credit for submerging reproduction cost and for mak. 
ing “an investment standard” the dominant, if not sole, criterion of the 
rate base. He touches only very lightly on state commission efforts in this 
direction. As a matter of fact, the FPC came in on only the last lap of this 
campaign, and it established its principles largely in cases involving a young, 
hitherto unregulated natural gas industry. In my opinion, good regulation 
—and a scrupulous observance of the limited jurisdiction of the FPC— 
would avoid demeaning the influence of state commissions, some of whom 
are already suspicious that the FPC is trying to usurp, not supplement, 
state control. I think all parties would benefit from clarification of jurisdic. 
tional lines and avoidance of federal-state conflicts. 

“An investment rate base” is the avowed policy of FPC. But Commis. 
sioner Smith does not make wholly clear what he or the Commission means 
by ‘“‘an investment standard.” Is it the investment of the present or original 
owner? He avoids the issue of including Account 100.5 “‘acquisition adjust- 
ment” items in the rate base, saying it has not come up in a rate case, it is 
less than 5 per cent of the cost of plant, and this ‘‘troublesome”’ question 
must be dealt with case by case. 

It may be argued that if Account 100.5 is only 3 or 5 per cent of the in- 
vestment, recognition of 100.5 as properly includible in an investment 
rate base is of minor importance. Reluctance to take this step and thus to 
remove the issue from controversy may be presumed to indicate a concern 
for the principle involved and hence a preference for original cost to the 
original owner as the measure of the rate base. This interpretation is forti- 
fied by the insistence that 100.5 assets are of no legitimate value or of dimin- 
ishing value and hence that, as an accounting procedure, they should be 
written off against income (e.g., stockholders) rather than disposed of in 
the same manner as depreciable investments. Once 100.5 assets are written 
off or partly amortized, the question arises whether in a rate case the FPC 
would regard their inclusion in a rate base as “‘reaccounting.” This is 4 
matter upon which early clarification of the Commission’s position \s 
desirable. 

On depreciation, the most important FPC contribution, according to 
Commissioner Smith, is consistency between annual and accrued depre- 
ciation. Certain state commissions said a lot on that subject long before 
the FPC did. He also states that “depreciation reserves which have beet 
properly accrued on the books of the company in the past” have been used 
as measures of accrued depreciation. Elsewhere he makes clear that the 
Commission favors the straight-line method of accrual. 

There are several deficiencies in Commissioner Smith’s discussion of de- 
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equity between ratepayers and investors. He does not state what are “pro- 
per accruals” nor for how long in the past they must have been accrued. 
Qn January 1, 1937, depreciation accounting displaced retirement reserve 
accounting which was considered “proper,” or at least permissible, until 
that date. Does Commissioner Smith claim that “straight-line” depreciation 
now being proper, consistency and equity to consumers require calculation 
ofa straight-line reserve requirement as the proper measure of depreciation, 
ust as though the company had followed depreciation accounting through- 
out its past history? Such views are within the ambit of the principles as he 
states them. Such a position, however, under the guise of consistency and 


preciation, the principal one being a failure to bring out a real problem of 


equity to consumers, is often inequitable to investors, because it, in effect, 
requires “reaccounting” for depreciation prior to January 1, 1937. More- 
over, this position assumes that accrued depreciation in the “‘man-on-the- 
street”? sense is properly measured by a straight-line depreciation reserve 
requirement, which, in my opinion, would only be by chance. 


| vet the impression that the Commission believes rates of return should 
vo down with the yields at market prices. Just when is not made clear. If 
the Commission intends rigorously to follow this path and to cut rates of 


return simultaneously with reduced market yields, I fail to see the logical 
consistency of this position and the use of original cost for a rate base. 
Surely the Commission does not intend to oust “reproduction costs” in 


letermining rate bases and adopt them in determining rates of return! In 
| presentation Commissioner Smith pointed out that great weight was 
given to historical costs of capital but in his written paper he does not do 
his cause full justice since he fails to point out that over-all rates of return 
of 6 to 63 per cent must have given considerable weight to the historical 
costs of capital to the company affected. 
[ was most interested, however, in the invitation to think about encourag- 
z efliciency. This is periodically mentioned as a desirable inquiry, but any 
otable progress along this line has escaped my notice. Regrettably, regula- 
tory, tax, and labor pressures seem to be pushing fairly steadily in the 
rse direction. 
there were time, I would like to comment on the matter of cost alloca- 
ns. All I can say briefly is that Commissioner Smith foreshadows more 
irequent use of cost allocations by classes of service to enable the prescrip- 
tion of definite rates. In general, I think such allocations of class costs are 
ess reliable than he seems to think. 


Finally, to round out the picture, consideration should be given to certain 
activities of the Commission, its individual members or staff, which are not 
expressly mentioned in Commissioner Smith’s paper. He may assert that 


these are outside the subject. But in my opinion they bear upon the Com- 
ssion’s rate regulation, if only because they reflect attitudes of mind. 
Shortly before we entered the war, and even after, a power requirements 

survey was made by FPC. Warnings of a dire power shortage were used in 

support of a list of proposed new power projects, many of them federally 
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financed. Some people derived the impression from such activities that 
“vardstick” regulation of private utilities by public power competition was 
one of the aims of the FPC. 

Finally, statistics and publicity should not be ignored as influential tools 
of regulation. The Commission publishes a rate book and annual compari. 
sons of bills for retail electric service, although such service is outside their 
jurisdiction. Compilations of statistics are also published. A great deal of 
this material is legitimate and useful but sometimes there are lapses or 
abuses by those who prepare or use the material. One such lapse, I think, 
was the recently issued pamphlet, The Financial Record of the Eleciric 
Utility Industry, 1937-44. From this widely publicized document, I learned 
that the industry’s improved financial position was attributable “in con- 
siderable measure” to “strengthening of regulatory controls, particularly 
the enforcement of the new uniform systems of accounts during the period 
under review.” Apparently the efforts of utility managements were of 
minor significance, as seen by the writer of this pamphlet. Also, curiously, 
the war was mentioned only once—in the last paragraph. 

Despite the many valuable statistical activities of the Commission, such 
publicity as to the potency of accounting controls raises a question in the 
minds of those subject to its regulations. This question is whether the end 
of the FPC road is another “reasonable-earnings” formula—an original 
cost rate base, determined only from the accounts, with rates of return 
based on current yields at market prices. Where Commissioner Smith stands 
as to this goal is not made clear in his paper. 

If that is the end of the road, then I think the FPC will be dodging the 
responsibility which, in the Hope case as I read it, was placed on regulatory 
bodies when, without court guidance, they determine reasonable earnings, 
not by any formula, but by informed and reasonable judgment. 
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Lestic T. FournteR: My assignment, to discuss Mr. Smith’s paper on 
Rate Regulation by the Federal Power Commission, is a most agreeable one. 
If I have any criticism of his able and informative remarks, it would be to 
suggest that he has been unduly, although perhaps understandingly, modest 
about FPC regulatory achievements in the period since 1935. For example, 
to mention one development which he has not especially stressed, I think 
one of the outstanding accomplishments of the Federal Power Commission, 
which ranks along with its successful advancement of the investment rate- 
base principle, has been its original cost investigations and orders. The re- 
sulting reformation of the plant accounts of electric and natural gas utilities 
has been and will continue to be a most useful handmaiden of utility regu- 
lation, not alone in the area of rate making, but also in the regulation of 
security issues. Some idea of the extent and importance of this phase of the 
Federal Power Commission’s work is given in a release issued by the Com 
mission on January 17, 1946, to the effect that, since January 1, 19, 
write-ups and other adjustment items, totaling more than 1 billion dollars, 
have been eliminated from the plant accounts of the electric utility indus 
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try pursuant to orders of the Federal Power Commission. | am informed 
that this 1 billion dollar of write-ups, intangibles, and acquisition adjust- 
ments represented 27 per cent cf the original cost of the properties involved. 
it is also interesting to note that approximately 75 per cent of the billion 
dollar adjustments thus far ordered by the Commission represented Account 
107 items (write-ups) and 25 per cent, Account 100.5 items (acquisition 
adjustments). I venture to suggest that, paradoxical as it may seem, in- 
vestors in utility operating company securities, including common stock- 
holders, will benefit greatly, along with consumers, from the purging of 
write-ups from utility company balance sheets. This will result from the 
increased confidence that informed investors will have in the integrity of 
the companies’ accounts after they have passed through the Commission’s 
dry-cleaning process. There are few informed students of public utility 
regulation who would not make a bow to the Commission for the leadership 
it has taken in this work under the direction and supervision of its able Chief 
of the Bureau of Accounts, Finance, and Rates, Charles W. Smith. 

There is another phase of the Commission’s work which certainly deserves 
mention; namely, its studies of electric rates, its national rate book, in 
which are published annually rate schedules and typical bills for residential, 
commercial, and industrial use throughout the country. These have been 
mong the Commission’s most influential publications. They have been 
credited with important improvements in regulation and management. 
[hey have stimulated more progressive rate policies and have encouraged 
voluntary rate reductions. Similarly, these and other statistical publications 
issued by the Commission have directed closer attention to costs and other 
conditions responsible for differences in rates. 

Those who have been familiar with the long struggle to free rate regula- 
tion from what Commissioner Smith has aptly termed “‘the shackles of the 
valuation method”’ will agree that the Federal Power Commission has made 

n outstanding contribution in the fight to put an end to the fair value rule. 
Under the circumstances, it is appropriate to note that the demise of the 
fair value rule was officially proclaimed by the Supreme Court in 1944 in 
the case of Federal Power Commission v. Hope Natural Gas Company. Sub- 
sequent decisions by the court, notably in the Colorado Interstate Gas case 
and in the Panhandle Eastern Pipeline case, have eliminated any doubt, if 
any remained, that a new era of regulation has been launched. 

Mr. Smith has adverted also to the service which the Commission has 
performed in developing and improving regulatory technique with regard 
to depreciation and the fair rate of return. Commissioner Smith is especially 
qualified to discuss the work of the Commission in each of these respects. 
He was the chairman of the Depreciation Committee of the National Asso- 
ciation of Railroad and Utilities Commissioners which produced a compre- 
hensive and authoritative book on depreciation in its 1943 report. The prin- 
ciples developed in this report and in the 1944 supplement, dealing with 
problems of transition from retirement reserve methods to straight-line 
depreciation, are the same as those which the Federal Power Commission 
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has utilized in its determinations in that field. Again it is a hopeful sign tha 
the Commission’s depreciation methods and determinations are being uni. 
formly sustained by the courts. 

The quality of the Commission’s thinking and work with regard to the 
computation of fair rates of return has been of a high order. Fortunately 
the importance of precision in this aspect of regulation is becoming mor 
generally recognized by regulatory commissions. If, for example, a 6 pe 
cent rate of return is allowed in a rate case where 5 per cent is adequately 
compensatory, the effect is equivalent to allowing a 5 per cent return on; 
20 per cent increase or write-up of the rate base. I stress this fact becaus 
it has not been uncommon for regulatory commissions to devote great en- 
ergy and care to the disallowance of unwarranted items from the rate bag 
and then toss away a substantial part of the advantages of that precision 
by a cursory or casual determination of the rate of return. This factor has 
become of increasing importance in recent years because of the refunding of 
utility bonds and the refinancing of utility preferred stocks on a steadily 
declining cost-of-money basis. This phenomenon is reflected also in the 
improvement that has taken place in the market for utility common stocks, 
with the stocks of well-regarded companies currently selling on between 4 
4 and 5 per cent dividend yield basis. In the Hope Natural Gas case, the 
Supreme Court observed that a regulated utility’s revenues should be ade- 
quate to cover operating expenses and the capital costs of the business, 
which include service on the debt and dividends on the stock. As Mr. Smith 
has noted, the cost-of-capital method of fixing a fair rate of return is the 
subject of continuing research by the Commission’s staff. The basic data 
supporting the use of the method have been described in general terms ina 
number of the Commission’s decisions, one of the more recent being the 
Mississippi River Fuel Corporation case last November. It would be highly 
useful and informative if the Commission would publish periodically the 
various schedules of financial and economic data which it compiles in its 
rate-of-return studies. Parenthetically, I may add that there is a good de- 
scription of the cost-of-capital method in the Findings and Opinion of the 
Public Service Commission of the District of Columbia in the last Potoma 
Electric Power rate case. The decision was rendered in July, 1944. 

I agree that one of the still unsolved problems of utility rate regulation 
is “whether the conventional plan of rate making on a fair return basis pro- 
vides properly for that incentive to enterprise and efficiency on the part o 
private management which must be provided if regulation is not to defeat 
its own purposes and is truly to serve the public interest.”’ This is not a new 
question. It was recently considered by the District of Columbia Commis 
sion in the Potomac Electric Power case and was one of the reasons cited for 
its decision to retain the sliding-scale principle of rate determination on 4 
modified basis. On this point, the Commission stated that “the incentive 
provision inherent in the use of a basic rate of return enables the utility 0 
enjoy limited profits in excess of a basic rate of return, thereby encouraging 
the practice of operating and financial economies.” Of course, the sliding 
scale method as applied by the District of Columbia Commission is not é 
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substitute for the conventional approach to rate making. It follows the con- 
ventional approach and simply adds to it a profit-sharing arrangement. Now 
that most, if not all, of the more controversial aspects of the conventional 
methods of rate regulation have been resolved, it is to be expected that 
‘ncreased attention will be given to the still unresolved problem of insuring 
the maintenance of adequate incentives for efficient and progressive man- 
agement. 

In the time that remains I should like to comment briefly on the subject 
of natural gas rate regulation by the Federal Power Commission. In this 
field, for the reasons given by Mr. Smith, the Commission’s rate orders have 
resulted in astonishingly large rate reductions applicable to gas sold to dis- 
tributing companies for resale to the ultimate consumer. Since the develop- 
ment of federal regulatory technique with respect to natural gas rates is 
relatively new and the issues at stake are large, it is not surprising that ex- 
treme differences of opinion have arisen between the regulated companies 
and the Commission with respect to certain of the Commission’s regulatory 
principles and methods. Some of the more important controversies have 
been described most effectively by Mr. Smith. Outstanding among these 
are, first, the cost allocation problem involving the segregation of costs be- 
tween regulated and unregulated business, between different points of de- 
livery on a long pipe line, and between interruptible and noninterruptible 
sales; and, second, the problem of whether the Commission should follow 
the method of including the production and gathering facilities of a natural 
gas company in the rate base in the conventional way; or, in the alterna- 
tive, whether it should include as this element of the cost of gas, the going 
“field” price. With respect to each of the major questions, cost allocation 
on the one hand and the treatment of production and gathering facilities 
on the other, Mr. Smith has indicated that further consideration and ex- 
amination of the present methods and techniques are needed and will be 
undertaken. This attitude is no less than one should expect from a regula- 
tory agency that is conscious of its administrative responsibilities. 

As has been pointed out, the provisions of the Natura] Gas Act are spe- 
cifically inapplicable to the production or gathering of natural gas. As also 
stated, when gas is independently produced and sold at arm’s length to a 
natural gas company subject to the Commission’s jurisdiction, the purchase 
price paid is allowed as a cost in a rate proceeding. But where a natural gas 
company produces all or part of its gas supply, there is the question of 
determining how such gas should be valued for rate purposes. Some of the 
economic aspects of this issue have been admirably outlined by Mr. Justice 
Jackson in his separate opinions in the Hope case and the Colorado Inter- 
slate Gas case. On the legal or constitutional aspects of this issue the Court 
was nearly equally divided, with four Justices taking the position in the 
Colorado Interstate case that the result reached by the Commission was un- 
authorized by the statute. Interesting also is the fact that the decision of 
the Court left the Commission free to depart from the rate-base method, 
while also holding that the Commission is not precluded from using it. The 
rescnt situation, then, is that one Justice of the Court has made a most 
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convincing argument for abandoning, on economic grounds, the rate-bag 
approach to the production and gathering aspect of rate regulation; severa| 
Justices of the Court have concluded that the Commission exceeded it; 
jurisdiction when it included the production and gathering facilities to. 
gether with the transportation and distribution properties in a single rate 
base; the ruling decision of the Court itself leaves the Commission free ty 
choose an appropriate alternative method; and finally we have Mr. Smith's 
admission that the problem should receive further consideration. 


WALTON SEyMouR: Perhaps the most helpful way to discuss some of the 
ideas which Dr. Bonbright has expressed will be to speak in terms of our 
actual experience in the Tennessee Valley. I shall not attempt to do mor 
than to sketch out briefly for you the specific policies and how they have 
worked. 

First, the ‘““Henry Ford” principle as stated by Dr. Bonbright means 
to us only that in fixing rates for electricity for the purpose of maximiz- 
ing its benefits to the people of the region, the dynamics of the power 
business should be given full consideration. The original TVA rates, we 
can now say without qualification, were clear and completely successfu! 
examples of the usefulness of this concept. They represented a reduction 
of about 50 per cent from existing rate levels in the region in 1933. They 
were based on the assumption that average residential use would double and 
it has trebled. We are satisfied, on the basis of this experience, that any 
region in America can achieve much greater levels of use of electrical energy 
if it is given half a chance from the rate standpoint. I say half a chance 
because our experience has demonstrated that the original TVA rates were 
not too low, but are higher than they need to be under reasonably normal 
circumstances. Nine distributors of TVA power have cut the residential rate 
by 25 per cent and the commercial rate by 20 per cent and are still showing 
substantial net income. Many others are contemplating similar reductions. 
We are confident that new records in low electric rates will soon be set in 
the Tennessee Valley. 

Perhaps the most constructive contribution of the low-rate policy of TVA 
has been in making really low rates available to domestic, rural, and smal 
commercial customers. TVA rates are low for industrial use, too, but here 
it is for much the same reason that a utility company would grant a low 
rate to industry; namely, in order successfully to compete with other sources 
of industrial power. Rates for industry are set at levels which not only 
cover costs but are no lower than are necessary to develop the desired 
amount of business, thus maximizing revenue returns. To put it another 
way, the federal power policy, as applied in the TVA region, has not neces- 
sarily led the way in promoting the idea of low rates for large customers but 
it has been far in front of most of the utility industry in sponsoring lov 
rates for small customers. In the Tennessee Valley we believe that this has 
proved to be not only sound public policy but sound business policy as wel 

Next, I shall refer to TVA’s blanket rate policy which was decided upon 
right at the beginning. It, too, has proved out. We have one wholesale 
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rate schedule for all of the local community enterprises which are dis- 
tributors of TVA power and we now serve 138 of them—46 co-operatives 
and 92 municipalities. The most important reason for the adoption of this 
policy was that TVA was engaged in a public business and had definite 
responsibilities and obligations in the promotion of public welfare through- 
out its entire area. The blanket wholesale rate permits equal development 
of the various communities in the region and tends to maintain a balanced 
agricultural and industrial development. All distributors of TVA power are 
siven the same advantages in the cost of electricity regardless of location. 

The TVA Act does not specifically require such a policy but it implies 
it by directing that TVA power shall be developed for the benefit of the 
area as a whole. Therefore, powerwise, the communities on the Tennessee 
River are not favored to the potential disadvantage of others not so favor- 
ably located. 

There are also sound practical reasons for the blanket rate policy. TVA 
operates a far-flung interconnected transmission network fed from many 
sources of supply, several of which are widely separated. There is no way 
that the cost of power to any one point can accurately be determined. 

TVA’s acceptance as a federal partner, operating on a regional basis, 
by the local community enterprises which distribute TVA power depends 
entirely on the degree of local confidence in TVA’s good faith. The blanket 
rate policy presented right at the start convincing evidence of TVA’s will- 
ingness to treat each community as an equal part of the region. Differen- 
tials based on distance from source of supply could not have been justified 
at a time when the geography of power market development was so uncer- 
tain. The costs of power delivery are affected substantially by magnitude of 
requirements as well as by distance from supply. 

In furtherance of its power program and Congressional policy, TVA 
urged the distributors of TVA power to undertake the service obligation 
for each of their respective areas at uniform retail rates. Had TVA’s whole- 
sale rate been subject to variations with distance, the same kind of varia- 

ons would have been insisted upon by many of the distributors in their 
retail rates to the ultimate consumers. The blanket wholesale rate thus 

ntributed directly to the aim of obtaining the lowest possible rates for 

e people throughout the region. 

Considering all of these factors, the blanket rate has been a sound policy 
ior TVA and we are confident that it was the safest and fairest basis which 
could have been devised in the early days. 

Dr. Bonbright referred to the federal interest in the retail rates for federal 
power sold to ultimate consumers. TVA’s wholesale power contracts provide 
the connections between federal power policy and local power policy. The 
provisions of those contracts governing retail rates have been essential to 
the development of our power program. We believe that the mechanism of 
the TVA power contract has been depended upon by the leaders in the local 
communities who have supported the TVA power program as assuring the 
consumers of the region of the benefits of the widespread use of the region’s 
power resources at the lowest practicable rates. I would therefore say it is 


§ 

e 
4 
4 
e 
e 


450 AMERICAN ECONOMIC ASSOCIATION 


very important that the regional federal agency should have a responsibility 
with regard to the local retail rates at which the power is resold. , 

Strong pressures exist in local communities to which federal power may 
become available to keep retail rates high and use the proceeds of the 
community electric business for the reduction of taxes. The TVA power 
contract provides a bulwark against these influences in the Tennessee 
Valley. 

Mention has been made of the recent discussion of the possible need for 
subsidies to promote competition in the aluminum business—discussion 
which has resulted in proposals being advanced for the granting of special 
preferential subsidized power rates to producers of aluminum, or some of 
them, by the federal power agencies. The talk has been of power rates of 
“one mill per kwh or less.”” We have opposed such suggestions and shal! 
continue so to do. If there are to be federal subsidies they should be made 
directly by an agency which is given responsibility for seeing to it that the 
subsidies yield results. 

TVA does not have a supply of power which will go to waste if it is not 
purchased by the producers of aluminum. We are confident that these cus. 
tomers will find it to their advantage to buy TVA power to operate their 
plants at full capacity. We stand ready to serve them. We have offered rates 
to industry which are the lowest available east of the Rocky Mountains, 
If, however, the producers of aluminum find that they can operate more 
economically at other locations, we believe that their decision to do so would 
be entirely proper. In that case we should expect to find other purchasers 
for the power which we anticipate that the aluminum industry will use. 

Dr. Bonbright has stated the facts concerning the policies followed in 
the Tennessee Valley with respect to in-lieu tax payments. I shall not at- 
tempt to discuss this matter further in the time which has been allotted to 
me. 

On the subject of allocations of multipurpose costs, I can say that TVA’s 
allocation based on the principles originally established with our expert 
consultants has been successfully defended and has served as a source of 
strength in our accounting and as a very useful basis for judgment in finan- 
cial and economic analyses. At some stages in the history of multipurpose 
projects it is necessary to determine whether the interests of the ratepayers 
and those of the taxpayers are being equitably served at existing power 
rate levels. A considered allocation of costs may permit more precise al- 
swers to such a question than can be obtained in any other way. 

The allocation of costs among the purposes served by a multipurpose 
project should not be regarded as useful only for rate-making purposes. lt 
also forces the administrators to do some close thinking about the values 
represented by the various purposes both in planning the project and in ils 
operation. Without a definite allocation of costs there would be rea! dang 
that values would be so merged and blurred that serious errors in emphasis 
could and would be made. 

An important point is that the more closely you can define the responsi- 
bilities of the power manager of a multipurpose system from a financial 
standpoint, the more definite become the measures of economy and ¢!- 
ficiency which he can use in developing the morale of his organization. 
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x THE MAINTENANCE OF RAILROAD CREDIT 


By L. DEWEY 
Iowa State College 
r I 


[aintenance of railroad credit is a matter of importance, not only to 
) investors, but also to the public at large. If good service at reasonable 
+ Ie cost is to be made available to patrons, the carriers must annually spend 


| © large sums for improvement and expansion of facilities, and, in the im- 
. ® mediate future, for the rehabilitation of plant and equipment. These 
¢ outlays will be much greater than those actually made in the thirties. 

» Some of the new money can be provided out of rail resources, but a sig- 
t nificant portion must be obtained either through the public money 
* ® markets or from the government. Insofar as the railroads resort to 
' @ private investors for funds, they must be in a sufficiently strong earnings 
: position to make rail investments attractive in comparison with those 
of other enterprises. 


Now that the war is over, many people are apprehensive about the 
future soundness of railroad credit. Vivid in their minds are the financial 
ulties of the railroads during the decade after 1929. They recognize 
2 that the war has greatly improved the rail position, but they fear that 
, current prosperity is only a passing phase and that it will be replaced 
0 by low earnings and depressed security values when the economy re- 
turns to “normalcy.” 
In this paper, I am chiefly concerned with the outlook for rail credit 
nd what can be done to maintain it in a healthy state. In order to 
e the large number of uncertainties naturally involved in a dis- 
ion of this kind to manageable proportions, I shall make and adhere 
e assumptions: First, that the railroads will continue to be pri- 
vately owned and operated; second, that government will continue to 
promote competing modes of transportation by one means or another; 
and, third, that the present system of regulating transportation agencies 
will be retained without fundamental alteration. Of course, I am not 
dicting that any or all of these assumed conditions will turn out to 
be true in fact, but I think they afford a reasonable basis on which to 
ed with the discussion. 


II 


Rail credit was in a deplorable state in the depression and prewar 


years. Partly as a result of increasing diversion of traffic to competing 
modes of transportation which began in the twenties, but largely be- 
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cause of the crisis and depression, rail revenues declined about 50 per 
cent after 1929, or from more than 6.0 billion dollars per year in 192s 
and 1929 to slightly more than 3.0 billion in 1933. Poor rail finances wer 
accentuated by the presence of fixed charges of about 700 million dollar 
a year at the beginning of the depression. Net income was small or nop. 
existent from 1932 through 1935 and again in 1938. Rail stocks declined 
from a peak predepression value of $133.71 per share in 1929 to a low 
of $28.73 in 1932. Rail bonds fell from a high of $95.97 per $100 face 
value in 1928 to a low of $56.52 in 1938. The total value of rail stocks 
and bonds was lowest in 1938, when the amount was about 8.7 billion 
dollars. This was a reduction of 57 per cent from the peak value 203 
billions in 1929.1 In terms of mileage operated and investment, rail in. 
solvencies were also at an all-time maximum in 1938. 

During the war, rail credit staged a striking recovery from dreary 
depression levels of low earnings and unsatisfactory security values, 
Earnings on each $100 of capital stock of Class I line-haul railroads, as 
measured by net income after operating expenses, rents, taxes, and fixed 
charges, for the fiscal year ending June 30, 1945, were $8.43. Thes 
earnings per share were nearly four times as great as those in 194)! 
Rail stocks doubled in value between 1940 and 1945,’ and rail bonds 
increased about 38 per cent in value between these years.* The number 
of insolvent railroads declined from a depression peak of 109 lines in 
1938 to 76 carriers at the end of 1944, and their deficits in net income 
were converted into substantial profits. For instance, their fixed charges 
in 1944 were covered by income in the ratio of 1.70 to 1. The 76 carriers 
held about 17 per cent of the total capitalization of all roads in 1944! 
Further financial reorganizations of railroads were completed in 1945 
By September 30, 1945, reorganization plans approved by the Inter- 
state Commerce Commission, including plans already put into effect 
provided for a total reduction of about 45 per cent in long-term debt 
and 73 per cent in fixed charges.® The larger cut in fixed charges than in 


Board, Transportation and National Policy, H. R. Document No. 883, 77th Cong., 2nd ses, 
1942, p. 171. 

2 Bureau of Transport Economics and Statistics, Interstate Commerce Commissios, 
Monthly Comment on Transportation Statistics, Sept. 10, 1945, p. 5. Earnings per share were 
$13.50 in 1943 and $9.33 in 1944. Ibid., p. 5. 

3 Index numbers of 20 railroad stocks, with 1935-39 as 100, published in Standard an¢ 
Poor’s Trade and Securities Statistics were as follows: 1940, 71.1; 1941, 70.6; 1942, 66.1; 194% 
88.7; 1944, 100.9; and July, 1945, 140.1. The index, after falling to 130.9 in August, rose © 
145.1 in October. 

‘Index numbers of medium and lower grade railroad bonds, stated in dollars per $1" 
bond, published in Standard and Poor’s Trade and Securities Statistics, were 83.76 {or 19); 
86.88 for 1941; 86.61 for 1942; 97.28 for 1943; 107.36 for 1944; and 115.2 for July, 1945. Thee 
was little change in these values between July and October. : 

* Bureau of Transport Economics and Statistics, Interstate Commerce Commission, 5/e" 
Railways in the Hands of Receivers and Trustees on December 31, 1944... , Oct., 1945, p.- 
a Bureau of Finance, Interstate Commerce Commission, Statement issued as of Sept. 
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debt was due to the use of contingent interest obligations in the new 
capitalization. 

There are other evidences of strengthened rail credit growing out of 
the war. New capital investment was more than 2.0 billion dollars for 
the years 1941-44 inclusive. Total debt has been reduced by more than 
1.0 billion dollars and fixed interest charges by more than 20 per cent 
since 1940. Net working capital of Class I railroads was about 1.9 billion 
dollars at the end of August, 1945, as compared with 799 millions at the 
end of 1941, or an increase of 141 per cent during the war. 

The current picture of rail credit while generally bright also has some 
unfavorable aspects. Reorganization progress has been slow, and at the 
end of 1945, some of the largest roads of the country were still in the 
hands of the courts.’ Also, in spite of considerable debt retirement dur- 
ing the war, total rail long-term debt at the end of 1944 was about 9.8 
billion dollars or 55 per cent of the total capitalization of 17.8 billions.*® 
Rail fixed charges are still more than 500 million dollars per year. 


Ill 


Reference was made earlier to the needs of the railroads for funds to 
rehabilitate their plant and equipment. Outlays will be especially neces- 
sary to make good the accumulating deferred or undermaintenance of 
property during the war years. During 1944, rail expenditures for main- 
tenance of way and structures and maintenance of equipment, exlusive 
of charges for depreciation and amortization, were at the highest rate 
in their history, the figure being about 2.9 billion dollars. It was 24 per 

ent larger than in 1929 and more than double the average for the eight- 
year period 1934 to 1941. The high wartime expenditures, however, were 
not as effective dollar for dollar as previous expenditures had been. 
Among the factors which explain this difference are the high wartime 
sts of labor and materials, uneconomical repairs of old equipment 
which had to be retained in service because replacements were not 
ivailable under priorities’ regulations, and reduced efficiency of mainte- 
nance labor, partly because of the rapid turnover and inexperience of 
he personnel, and partly because of the increased traffic density which 
resulted in loss of time to permit trains to pass. It seems likely that the 
expenditures for maintenance during the past four years, large as they 
have been, would have been much larger if additional labor and ma- 
terials had been available. This situation, together with the excessive 
wear and tear on facilities caused by the high record volume of traffic, 


the St. Louis Southwestern, the Denver and Rio Grande Western, the Seaboard Air 


nd the New Haven. The preponderance of the insolvent mileage is in the Western 


_ "Included in this category are the Milwaukee, the Missouri Pacific, the Rock Island, the 


thly Comment on Transportation Statistics, Sept. 10, 1945, p. 4. 
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means that deferred maintenance has accumulated at an accelerated 
rate. It is estimated that the accumulation of deferred maintenance, 
including allowance for inadequacy and obsolescence, amounted to 30 
million dollars at the end of 1944.° This was about 10 per cent of the 
total maintenance expenses for 1944. 

Funds will also be required to finance additions and betterments, 
What the amounts will be is a debatable matter; we can only be certain 
that the sums will be large. The most recent estimate by a responsible 
group that I have seen was made by officials of the 133 Class I line-hau| 
railroads in response to a circular issued by the Interstate Commerce 
Commission, dated April 24, 1945. This group was requested to furnish 
estimates or forecasts of their likely capital expenditures for the three 
years after the end of the war in both Europe and Asia. The total re- 
ported for the three years was over 1.6 billion dollars or an average of 
544 millions per year.’® If this investment occurs, and I think it will be 
made, the railroads will form new capital at approximately the rate 
that prevailed in the twenties. Because of their strong net liquid asset 
position, they can undoubtedly finance a considerable portion of this 
total from their own resources. They will need, however, to resort to 
the public money markets or to government for the remaining portion 
of the funds and also for funds to finance investments after the end of 
the three-year period. I feel certain that the railroads will need to make 
several hundred million dollars of new investment each year for many 
years to come. 


IV 


The immediate outlook for rail credit is generally favorable. While 
rail net income has been falling since 1943, largely because of rising 
operating expenses and taxes, it will be high in 1946 as compared with 
prewar averages. Revenues will probably be about 7.0 billion dollars, or 
3.0 billions higher than in 1939, and not far under the 7.5 billions in 
1942. Most roads will have large excess profits’ tax carrybacks available 
to overcome any temporary unsatisfactory net earnings. Excess profits 
taxes were eliminated as of January 1, 1946, and the combined normal 
and surtax rates have been cut slightly. I am informed that most of the 
larger railroads intended to wipe out the unamortized balances for de- 
fense projects, aggregating about 485 million dollars at the end of Sep- 
tember, 1945, during the last four months of 1945. If carried out, this 
accelerated amortization puts money in the treasuries of the carriers 
Fixed charges in 1946 will be over 100 million dollars below the amount 
in 1941, 

® Based on studies made by the Bureau of Valuation, Interstate Commerce Commission 


See 58th Annual Report of the Interstate Commerce Commission, 1944, p. 19. 
10 Monthly Comment on Transportation Statistics, Dec. 10, 1945, p. 1. 
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It is generally believed that reconversion of industry to full peace- 
time operation will take from two to three years after the end of the 
war in Japan. During this period, rail net earnings should be reasonably 
satisfactory, at least as compared with the prewar years. National in- 
come is expected to be high, perhaps 120 billions per year. There will 
undoubtedly be an active building program to overcome accumulated 
deficits in depression and war years and to improve the quality of hous- 
ing. A large production of durable consumers goods, such as furniture, 
refrigerators, automobiles, etc., will also materialize. Heavy exports of 
food and other products for the relief and rehabilitation of foreign 
countries are inevitable. All of this activity will create a large volume of 
traflic, in which the railroads will obtain the lion’s share, with due al- 
lowance for the revival and expansion of competition by other agencies 
of transportation. 

Perhaps the chief threat to rail credit in the next two or three years is 

n increase in wages. The rail employees are asking for advances of 
about 25 per cent which, if granted, would virtually wipe out net in- 
come after fixed charges." It is probable, too, that the carriers will be 
faced with further increases in prices for materials and supplies. In such 
event, profits will be curtailed. 


V 


(he outlook for rail credit when the economy is producing on a 
“normal” peacetime basis, say from 1948 onwards, is not too favorable. 
The railroads will be confronted with the mounting competition of other 
modes of transportation for both freight and passenger traffic. The water 
carriers will compete for heavy bulky tonnage, the motor trucks for 
high-class and short-haul commodities, the automobiles for passengers, 
the pipe lines for oil and gasoline, and the air carriers for long-haul 
passengers and valuable products. Rail losses will be greatest in the 
fields of passenger and high-class freight traffic; in respect to heavy 

ge the railroads will continue indefinitely to be the principal do- 
mestic transportation agency, but they will suffer losses to water carriers 
and pipe lines. 

Railroads probably cannot increase their rate level in the long-run, 
nd they may be forced by economic conditions, if not by regulatory 
orders, to lower their charges. If the competing agencies of transporta- 


"In July, 1945, the “Big Five” operating brotherhoods presented demands to the railroads 
ra $2.50 per day increase in base pay, overtime pay, a wage differential for yard conductor- 
, overtime pay for Sundays and seven stipulated holidays, restrictions on lengths of 
a proposal to standardize wage rates between territories, and proposals covering uni- 
In September, 1945, the American Federation of Labor railway employees’ depart- 
t, including 15 unions, submitted demands for a 6-hour day and a 36-hour week to replace 
ent 48-hour week, with no reduction in straight-time weekly pay. Representatives of 
ds and the unions began a series of conferences relative to these demands on Novem- 

er 2/ in Chicago, 
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tion are able to maintain favorable costs and services vis-a-vis the rail- 
roads, rail rates will tend to fall. Also, if the economy fails to maintain 
a high volume of production and income, there will not be enough busi- 
ness to go around, and rates will feel the depressing effects of inadequate 
traffic. 

Rail traffic and revenues depend greatly upon the amount of national 
income and general economic activity. The correlation, for instance, 
between revenue ton-miles, revenue passenger-miles, and national in- 
come has been found to be close.” 

It appears that, if “full” employment is attained and if prices do not 
decline below 1939 levels, the national income will be at least 120 billion 
dollars per year in 1948 or 1949. Also, if the relationships hold between 
rail traffic and national income, freight traffic in 1948 would be about 
52 per cent above the 1939 level, and passenger traffic would be perhaps 
39 per cent higher.’ Assuming revenues per ton-mile and per passenger- 
mile are the same in 1948 as in 1939, freight revenues would be about 
4.9 billion dollars and passenger revenues about 580 millions in 1948, 
If revenues from all other sources are about 300 millions per year, as 
they were in 1939, the total revenues in 1948 would be approximately 
5 3/4 billions. However, if national income should be materially less 
than 120 billion dollars in 1948 or thereafter, rail revenues would be less 
than 5 3/4 billions. Unless the economy falls into another depression, 
however, rail revenues will probably be 5 billion dollars or more in the 
postwar years, which would be at least 25 per cent higher than the 
4 billions received in 1939. 

Rail operating costs are now higher than in the prewar period and 
may rise further in the future in response to high prices for labor, ma- 
terials, and supplies, etc. Wages normally are 45 to 50 per cent of rail 
operating revenues and 60 to 65 per cent of operating expenses. Wage 
rates were about 27 per cent higher in 1945 than in 1940." In the past, 
the railroads have tended to substitute capital goods for labor to offset 
rising wage rates,’ but there is a limit to this practice without incurring 
higher average unit costs. The recent rail union demands for higher 
wages would, if granted even in part, unquestionably raise costs further. 

Rail taxes will also be higher in the future than in prewar years. In 
1939, taxes were about 357 million dollars or 12 per cent of operating 
expenses. The ratio rose to 32.5 per cent in 1943; after January 1, 1946, 

2 Bureau of Transport Economics and Statistics, Interstate Commerce Commission, Pos'- 
war Traffic Levels, revised edition, Dec., 1944, especially Chs. IV, VII, and VIII. 

8 Thid., pp. 66, 70. 

1 Monthly Comment on Transportation Statistics, Oct. 9, 1945, p. 11. This percentage n- 
- is based upon the average straight-time hourly earnings of employees of Class I rai 


16 Very largely for this reason, the railroads were able to handle a greater volume of trafiic 
in World War II than in World War I with 650,000 fewer employees. 


it 
in t 
eve 
larg 
loca 
que 
A 
leve 
railr 
the 

atin 
gran 
thei 
level 
seem 
price 
Tl 
for s 
futur 
unit 

in th 
ther 
fuel 
units 
mum 
opers 
rates 
sounc 
calle 
Henc 
the v 
carrie 
Steps 


and d 


Wh 
Rai 
i For 
Increase 
With th 
In price 


a 


POSTWAR RAILROAD PROBLEMS 457 


it will fall on account of the repeal of the excess profits’ tax, adjustments 
in taxes paid during the war, and lower normal and surtax rates. How- 
ever, the federal budget will be from two and one-half to three times as 
large as before the war (about 8 billion dollars in 1939) and state and 
local expenditures are likely to be as high as they were formerly. Conse- 
quently, the government will have to raise at least 12 billions more in 
taxes than it did before 1941 if the budget is to be balanced and the 
railroads will have to bear their share of the increased burden. 

Another important rail cost item that probably will not fall to prewar 
levels is fuel."* Bituminous coal and fuel oil are both important to the 
railroads. In 1943, for example, the combined cost of these two items to 
the Class I railroads was 521 million dollars or 9 per cent of total oper- 
ating expenses of 5.7 billions. With higher wage rates for the miners 
sranted during the war and further increases in prospect to protect 
their ‘take-home pay” coal prices are not likely to decline to prewar 
levels. Considering the great consumption of oil during the war it 
seems likely that shrinking reserves of this fuel will block significant 
price reductions in the future. 

The net effect of these higher expenses, after allowance has been made 
for such efficiencies and economies as the railroads may make in the 
future, will be to increase rail costs. In technical language, the average 
unit cost curves of the railroads will tend to be higher in the future than 
in the prewar period. Marginal costs will also tend to be higher, since 
the rise in average unit costs has been due largely to increases in wages, 
fuel prices, and other variable expenses. At optimum output of service 
units (ton-miles and passenger-miles), average unit costs are at a mini- 
mum and also equal to marginal costs. Ideally, the rail plant should be 
operated at the least-cost point and if demand is sufficiently strong, 
rates Should be set to yield the minimum necessary profits to sustain 
sound credit in the long run. Very likely many railroads will not be 
called upon to operate up to the optimum point in the postwar period. 
Hence their average unit costs will tend to fall and their profits rise as 
the volume of business increases. If it appears unlikely that certain 
carriers can ever operate successfully at the optimum scale of output, 
steps should be taken to reduce total capital values through devaluation 
and disinvestment. 


VI 


What will be the long-run cost of new money for the railroads? 
Rail long-term interest rates depend partly upon the interest rate for 


For instance, the average price of bituminous coal purchased f.o.b. mines by railroads 
ncreased 41% from 1940 to 1944. During the same period, fuel oil prices advanced nearly 33%. 
ith the exception of electric current, all other fuels used by railroads advanced at least 20% 
in price from 1940 to 1944. Monthly Comment on Transportation Statistics, Mar. 7, 1945, p. 11. 
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new money and partly upon the earnings prospects of the industry, 
Money rates on long-term investments are low and are likely to remain 
low indefinitely.’ There are two conditions responsible for this outlook. 
First, the United States Treasury is vitally interested in low interest 
rates and can be counted on to use its efforts to keep them there. As 
Secretary of the Treasury Vinson pointed out at the end of November, 
the burden of the public debt—265 billion dollars at the end of 1945— 
would be increased greatly by even a slight rise in money costs. The 
other main factor in restraining a rise in money rates is the pressure of 
private lenders seeking investment opportunities. With liquid assets in 
the country at an all-time high total of more than 225 billion dollars 
and national income recently at a peak of 160 billions per year, and 
likely to remain high as compared with prewar levels, the volume of 
money savings will be very large for some time to come. 

Rail long-term money rates, of course, will be higher than those on 
government bonds—how much higher will depend largely on the quality 
of rail credit. If government interest rates remain around 2 per cent, it 
is probable that rates on new rail bonds will average around 4 per cent. 
The rates on equity capital will have to be higher than rail interest 
rates if stocks are to be sold to the public. 

Will the net earnings in sight be sufficient to attract the needed in- 
vestment through the regular money markets? The answer is “‘yes” with 
respect to the financing of equipment purchases by issue of equipment 
trust obligations. As for bonds, the stronger carriers can probably sel! 
their obligations at favorable effective rates of interest. The weaker 
lines may experience difficulties in selling bonds unless earnings are 
greater than I now anticipate. Probably both strong and weak railroads 
will not be able to secure any substantial proportion of their new capital 
through stock sales. Net profits of most companies are not likely to be 
large enough to tempt any but the most speculative investors. 

If rail profits for most carriers are as low in the long-run as I think 
they will be, the necessary new capital probably cannot be obtained 
entirely through the regular money markets. The country will then be 
faced with a dilemma, which is whether to dispense with certain invest- 
ments and confine outlays to those that private investors stand ready 
to finance, or whether to call upon government to furnish the capital. 
Railroads have received public financial aid before—during the period 
of construction, during and after World War I, and during the depres- 
sion of the thirties. For example, the Reconstruction Finance Corpors- 
tion loaned them 537 million dollars from 1932, when the corporation 
was established, until the end of 1937.18 The RFC which is still doing 

17 The present computed average interest rate on outstanding federal debt is about 1.9%. 

18 Report on the Reconstruction Finance Corporation, Fourth Quarter, 1937, p. 8. Additiona! 


government loans to railroads for financing maintenance work and purchases of equipment 
under provisions of the National Industrial Recovery Act totaled $231,000,000 by 193/. 
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business, or another government agency, with expanded authority, 

‘cht make or guarantee loans to railroads for rehabilitation and mod- 
ernization.’® Shall we resort to such means? The answer depends upon 
vovernment and public attitudes toward the railroads. Decisions will 
robably be made, not in terms solely of comparative economic 
advantage, but also in terms of that elusive concept called the general 
welfare. I do not know to what extent ‘‘welfare’”’ considerations will be 
nermitted to influence public policy towards rail investment. I think 
‘hat something along this line will be done, for it appears to me that 
“weak” roads will be bolstered up by government. The cry that the 
integrity of rail credit is necessary to the general welfare will probably 
evoke a sympathetic response on the part of legislators and voters. 
General welfare, however, does not offer a very concrete criterion for 
allocating the scarce factors of production. 


Vil 


In the remainder of the paper, I shall discuss some of the more im- 
portant methods that might be employed to improve rail credit in the 
luture, 

One possible means is reduction of debt in order to lessen the burden 

xed charges. In spite of considerable success on the part of the rail- 


is in reducing debt during the war years, further reductions are 
essary before an ideal relationship between creditor and equity 
italization is attained. This method will not be popular with stock- 
iders who will have to forego dividends or bondholders who will 
suffer loss of principal, but it should be used to the greatest possible 
nt. 
\ second means of reducing fixed charges is to cut down fixed rates of 
interest on funded debt. Payments on bonds must be more nearly re- 
| to fluctuations in net earnings if rail financial risks are to be 
‘ned. In the past, reliance has been placed chiefly on the income 
| to introduce flexibility into the debt structure. But this method 
been sharply criticized because the bondholder loses his interest in- 
me in any year in which it is not earned. He does not stand to gain 
aring profits with common stockholders when business is booming. 


his policy might be implemented in any one of several ways. Its operation might be con- 
) railroads which were in a position to supply adequate collateral for a loan or it might 
d also to carriers which could not meet any reasonable test for sound credit. In the 
stance, the loans would have to be justified on other than economic grounds, such as 
il defense or “general welfare.” It is even conceivable that the government might set 
corporation empowered to acquire leasehold rights of railroads or of parts of railroads. 
ibly the carriers would be operated by lessees who would own rolling stock and equip- 
ith financing of ways and structures carried on largely if not entirely by government. 
rogram would involve us in the question of government ownership of railroads, which 
t afield for purposes of the present discussion. 
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Attempts have been made to overcome this defect—as for example al 
under reorganization plans approved by the Interstate Commerce Com- 
mission—by introducing the cumulative feature into the income bond, 
but this device meets considerable opposition on the part of junior se- 
curity holders whose values are adversely affected thereby. In order to 
overcome this difficulty, the period of cumulation is generally limited uo 


in Commission plans for reorganization to three to five years. be 

Such a compromise, however, does not yield a final solution to the the 
problem. As W. H. S. Stevens has written, ‘“The influence of the possi- the 
bility of any accumulation is damaging to preferred and common stock ter 


values and impairs the ability of the corporation to finance with stock. int 
Moreover, it is by no means certain that the limited accumulation pro- ao 


vided for by the approved plans is actually as limited as it appears to car 
be.’”° A better means of securing flexibility in the financial structure xs 
than the income bond, even with the limited accumulation feature, must fe 


be found, if possible. 

The participating bond has been suggested for this role.” It combines 
the feature of yielding the bondholder an annual income as earned up 
to a nominal rate of interest, with participation in excess earnings above 
income interest at some fixed proportion of such excess earnings to the 
extent that the nominal rate had not been earned previously. This 
method has the merit of keeping the fixed charges at a low level, of not 
threatening the values of equity securities, and hence of reducing the 
financial risks of carrying on the rail enterprise. 

Rail bondholders will probably accept this method of securing flexi- 
bility in the debt structure only under the pressure of adverse financial 
conditions. In reorganizations, it will be possible to insist upon the sub- 
stitution of contingent interest obligations for fixed interest bonds. 
Bondholders will frequently have little choice in the matter. Something, 
too, may be done with the bonds of solvent companies as callable bonds 
are outstanding or as noncallable bonds mature. In the issue of new 
debt, rail management should make all possible use of contingent in- 
terest obligations as a means of reducing financial risk. 

Other methods of reducing fixed charges may also be employed, in- 
cluding earmarking high earnings in prosperous years for purchase and 
retirement of noncallable high interest rate bonds, in cases where it is 
not feasible to replace fixed interest obligations with contingent interest 
bonds; refunding callable and maturing bonds into lower fixed interest 
bearing bonds; and making all new debt, in the absence of strong and 
compelling reasons to the contrary, subject to call and conversion. Each 


tra’ 
pas 
an¢ 
loo. 
vol 
to! 
be 
sch 
rate 
a 
for 
ter 
by 
mel 
Chi 
ser\ 
be | 
at | 
crea 
expe 
R 


CO-0 


'W.H. S. Stevens, op. cit., p. 194. 3] 

* National Resources Planning Board, Transportation and National Policy, pp. 8-9. Stevens the g 

favors the use of participating bonds as a means of securing debt elasticity. bid., pp. 19+ vide j 
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of these means can render assistance in lessening the present high finan- 
cial risks incurred by railroads. 


Consideration should also be given to reform of the railway system 
to eliminate its admitted wastes and inefficiencies. The railroads must 
be prepared to render better service at lower costs if they are to hold 
their place in the national transportation system. Steps to consider are 
the elimination of unnecessary duplication of service and expensive in- 
terline competition, further unification and consolidation of facilities 
into a smaller number of operating firms, pruning of uneconomic branch 
and feeder lines where other modes of transportation are available and 
can do a better job than the railroads, substitution of motor or other 
services for rail services on light-density main lines, and curbing of 
“feather-bedding” practices by which labor obtains payment for services 
not performed or not worth performing.” 

Rail traffic and revenues depend in part upon the efficiency and at- 
tractiveness of the service offered to patrons. While the rail outlook for 
passengers and high-class freight traffic is less favorable than for heavy 
and bulky traffic, it is by no means hopeless. Vigorous and forward- 
looking measures will assist many railroads in obtaining a sufficient 
volume of this business to yield them a satisfactory profit. With respect 
to merchandise, express, and mail shipments, considerable revenue can 
be developed by provision of modern, lightweight equipment, faster 
schedules, more frequent and better arranged service, and by lower 
rates. In the passenger field, too, the railroads should be able to maintain 
a respectable position by catering to the needs of the traveling public 
for safe and comfortable service. Air conditioning, reclining chairs, bet- 
ter seat cushions, adequate meals at reasonable prices, courteous service 
by rail employees, and the like, are much appreciated. Also, establisi- 
ment of more through service, especially on sleeping cars routed via 
Chicago, would be generally welcomed. In some instances, the better 
service may be more costly than present service; in other cases, it may 
be less costly. Even if the improvements should involve greater cost, 
at least for a time after the investment is made, added rail income 
created by the new equipment and service would frequently justify the 
expenditure. 

Rail improvement in the public interest, however, requires more than 
rationalization along these lines. There is the broader question of general 
co-ordination of rail services with those of the other modes of transpor- 


* If itis deemed necessary to retain some of these wastes and inefficiencies in the interest of 
the general welfare, such as alternative main routes and considerable excess capacity to pro- 
vide Insurance against a war crisis, the costs should be borne by government and not by the 
patrons of the railroads or the investors. 
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tation. Railroads alone are not in a position to render a complete service 
to all users. While there has been some co-ordination between railroads 
and other carriers, especially water lines, in the matter of joint traffic 
and facilities, it is by no means complete. Mutual rivalries and sus- 
picions have tended to keep the parties apart; and public fear of the 
dangers of a transportation monopoly dominated by the railroads has 
been another obstacle to co-ordination. It would seem that joint ar- 
rangements for the movement of traffic by more than one agency could 
be worked out in a way that would not only safeguard the public interest 
but also improve the earnings prospects of the carriers concerned. 

A different problem of interagency co-ordination, and a more difficult 
one to solve, is that of seeing to it that each agency serves the traffic for 
which it is best fitted, or that each type of traffic moves as it should. 
This country has long been committed to a policy of free choices among 
products and methods of production on the basis of competition. The 
businessman or the consumer selects the preferred alternative for his 
purposes. In regard to transportation, the traditional policy has been 
called into question, because we are in doubt whether to leave the mat- 
ter of allocation of traffic among the several modes to free choice, to 
government, or to great transportation companies. There is also the 
subsidiary issue, assuming selection of the competitive method, of how 
government ought to influence the basis of competition. 

Choice of method is largely a matter of feasibility in the light of 
existing conditions. Very likely, there will be general agreement on the 
proposition that users should have a major voice in the choice of means 
of transporting their goods and persons. Also, it will be agreed, I think, 
that government should exercise supervision over the organization and 
functioning of the transport system. Thus, while users may decide which 
mode to patronize, they will find the rates and services offered them 
regulated or otherwise influenced by government. 

It is, therefore, important that the services and rates should reflect 
as accurately as possible the real comparative advantages of the several 
modes; otherwise, traffic will not be properly allocated between the 
agencies and users will not furnish the proper guidance to the production 
of transportation services. Unwise and uneconomic tax and subsidy poli- 
cies, for example, lead to misdirection of resources even with free user 
choices because the rates charged are improperly affected by govern- 
ment policy. We are all familiar with the contention that competing 
modes are favored over railroads at present by government subsidies 
and other public aids. Whether this charge is true as made is a most 
controversial matter, and it would require more time than has been 
allotted to me merely to analyze the issues. The probabilities are that 
our unco-ordinated promotion of transportation has led to uneconomic 
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results in some instances. Certainly a problem is posed which must be 
examined further and any favoritism found to exist will have to be 
eliminated if users are to make their choices correctly on the basis of 
rates and services offered to them. 

[ have referred to the fear on the part of the public that transporta- 
tion monopolies or large companies dominated by railroads would be 
harmful to their interests. The question is timely because the current 
debate over the issue of integration versus competition has received 
widespread public notice, including discussion in Congress. After a pe- 
riod of doubt and uncertainty as to the position they should take on 
the matter, the railroads have publicly advocated a policy of integra- 
tion. Presumably they would like to establish transportation compa- 
nies in which they would dominate the other modes. The overseas’ 
steamship lines have also expressed themselves in favor of ‘“‘parital inte- 
sration” with air lines. 

Integration has been vigorously opposed by the motor carriers, the 
pipe lines, and the air carriers, the latter of which seem to be an object 
of special interest at this moment by the railroads and the steamships.™ 

Those who favor a policy of integration claim that the efficient move- 
ment of traffic by the cheapest possible means requires the establish- 
ment of transportation companies to replace existing railroad companies 
and other carrier organizations. By reason of their, financial resources 


* In a report entitled Consolidation of Railroads, issued in 1945, the subcommittee on con- 

solidations of the Railroad Committee for the Study of Transportation, Association of Ameri- 

n Railroads, stated, in connection with the “transportation company” idea, “Aside from 

extreme view entertained by some of desiring as much competition as possible, the ob- 

to the transportation company idea) appear to rest, primarily, upon (1) fear of a 

d ‘monopoly’ of transportation, and (2) apprehension that railroads, if permitted to 

a e vessels, trucks, busses, airplanes, or pipe lines, would not develop such agencies, but, 

nstead, would seek to stifle their use so as to force the public to return to rail service. Whatever 

ave been done 50or 100 yearsago, under entirely different conditions, there appears to be 

tantial basis for a belief that participation by railroads in the operation of other means 

sportation would result either in deterring the sound development of such other agencies 

: reduction in desirable competition. If we exclude expressions of rival agencies of trans- 

n, which either do not desire, or cannot afford, to become ‘transportation companies,’ 

onderance of opinion seems to be that the formation of such companies, under appro- 

overnmenta] supervision, will be in the public interest. Apparently there is no sub- 

public dissatisfaction in this regard with respect to what has already been accom- 

plis by the railroads in utilizing other means of transportation. ...” See Traffic World, 

July 21, 1945, p. 176. 

* In an address before the Aviation Section of the New York Board of Trade on Aug. 24, 

\(r. Stuart G. Tipton, the Acting President of the Air Transport Association of America, 

the position of his organization as follows: ‘We of aviation do not fear competition— 

railroads, the trucks, the merchant marine. Our industry is young and it has the self- 

ce of youth. What we do fear is the concern for our welfare expressed by and for the 

ls... . The reason air transport has been developed is because those whu managed it 

mpletely sold on that form of transportation and bent every effort to see to it that 

ery one else was. . . . The men charged with aviation development are ever looking to new 

rizons.... They are the antithesis of monopoly.” Traffic World, Aug. 25,1945, pp. 509-510. 

|ipton also condemned in the same address a proposal which he said had been made by a 

resentative of the Institute of American Shipping for the “partial integration” of aviation 
with steamship companies. 
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and long experience, the railroads are said to be the ideal agency ty 
carry forward the integration. There is a ring of plausibility to this con. 
tention. A transportation company dominated by rail interests could 
if it wished, choose the agency or combination of agencies best fitted to 
render a given service to users. 

But would it so choose? This question can only be answered in the 
light of the background and character of the organization which is going 
to have the power to make the decisions. On the basis of this test, we 
cannot be hopeful that the railroads would do a satisfactory job of 
making choices in the public interest. Those who might be inclined to 
favor integration under rail auspices should recall the history of rail 
domination and suppression of the water carriers during the latter part 
of the last century and the early years of this century. 

It would appear, therefore, that a large measure of separation of 
ownership and control of the several modes of transportation should 
be a major objective of national transportation policy. Each leading 
agency will undoubtedly continue to have a place in the picture, be. 
cause each has cost or service advantages over the others for some por- 
tion of the traffic. With fair and equitable promotional and regulatory 
policies in effect, and with proper co-ordination of the various agencies 
under government supervision, users could be expected to make choices 
which would insure a proper allocation of traffic between modes and 
carriers. The railroads, and the other carriers as well, would then tend 


to occupy their proper niche in the scheme of things, and the element 
of unnecessary costs due to misapplication of resources would be reduced 
to a minimum. It can scarcely be doubted that the railroads, in the long 
run, would thereby develop a sounder basis of credit than is in prospect 
under present conditions. 


Ix 


To sum up: Maintenance of credit under a system of private owner- 
ship and operation of railroads is a matter of importance to investors 
and public. New capital will be needed in large amounts for an indefinite 
period of time to improve service and lower costs. A portion of the nev 
money can be supplied by the railroads from their own resources, but 
significant amount must be obtained through the regular money mar- 
kets or from government. 

As a result of the war boom, railroads are in much better financial 
condition than in the thirties. Stock values have risen about 100 per 
cent and bonds are up more than one-third over 1940 values. The in- 
solvent carriers have shared in the higher earnings. However, rail long- 
term debt is still 55 per cent of total capitalization and fixed charges 0! 
more than 500 million dollars a year represent a high financial risk to 
the carriers. 
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} For some years, rail earnings should be higher than before the war, 
Shut materially less than during hostilities. The chief threat to satisfac- 
tory profits is the demand on the part of the rail unions for higher wages. 
However, the level of national income is expected to remain high for a 
time, and the railroads should obtain a large share of the traffic which 
such activity will create. Rail credit will undoubtedly reflect this favor- 
able traffic and income situation. 

The long-run outlook for rail credit, unsupported by government 
loans or other aids, is less promising. Railroads will meet much compe- 
tition by all the other modes of transportation both for passenger and 


freight traffic. Rail costs, which have risen sharply during the war, are 
not likely to fall to prewar levels. While equipment trust obligations 

|| find a ready market, bonds may meet considerable resistance and 
stocks may find few buyers in the ordinary money markets. 

If rail credit is to be kept healthy indefinitely the railroads must find 
means of further reducing their financial risks. Such means include re- 
duction of debt principal and fixed interest charges; elimination of 
wastes and inefficiencies; provision of faster and more convenient service 

to patrons; better co-ordination of rail and other carriers in the hand- 
§ ling of joint traffic; and more economical allocation of traffic among the 

modes of transportation. Integration of competing agencies 
to large transportation companies under rail control does not seem 

. offer a feasible means of credit improvement because it would limit 
free user choices of service and also probably not lead to desirable im- 
provements in service at lower costs to patrons. 
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REORGANIZATION OF THE RAILROAD 
RATE STRUCTURE 


By D. LocKLin 
University of Illinois 


When I was requested to prepare a paper on this topic it was sug- 
gested that the paper discuss the recent decision of the Interstate Com- 
merce Commission in the class-rate investigation and any subsequent 
events that might follow in its wake. My paper will deal, therefore, 
almost entirely with that decision. 

The decision of the Interstate Commerce Commission in Class-Rate 
Investigation, 1939, and the related proceeding heard with it known as 
Consolidated Freight Classification,’ brought to an end the first stage of 
the long and bitter sectional controversy over interterritorial freight 
rates—a problem which grows out of the differences in levels of intra- 
territorial rates. The battle is not over, however, and there is no cer- 
tainty that the rates as revised by the Commission will become effective. 

An understanding of the Commission’s decision and of the contro- 
versy which led to it requires a background of factual information about 
the rate structure as it exists today. Although these facts are well known 
to many of you, it may be well to review them briefly before discussing 
the Commission’s decision. 


The Present Class-Rate Structure 


The rate structures of the country have grown up on a regional basis» 
with somewhat different class-rate structures in each of the five major 
rate territories, known as Eastern or Official Territory, Southern Terri- 
tory, Western Trunk-Line Territory, Southwestern Territory, and 
Mountain-Pacific Territory.” 

Three major freight classifications exist: namely, the Official Classifi- 
cation, applicable in Eastern Territory; Southern Classification, applica- 
ble in Southern Territory; and Western Classification, applicable in the 
rest of the country.* Each of these classifications, besides governing 
class rates within its own territory, has important interterritorial ap- 
plication. 

The number of “classes” of freight recognized and the method of 


1 262 I.C.C. 447. 

* Maps showing the boundaries of these territories may be found in the report of the Con 
mission in the class-rate case, p. 730; or in the Board of Investigation and Research Report on 
Interterritorial Freight Rates, 78th Cong., 1st sess., House Doc. No. 303, facing page 1. The tw 
maps are constructed on somewhat different bases, which explains the principal differences 1 
the territorial boundaries shown. s 

* Tilinois Classification, in which most but not all of the ratings follow Official Classification 
applies on intrastate traffic within Illinois, and has very limited interstate application 
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ignating classes differ in the three classifications; and the relation- 
ships of the rates on the various classes to the first-class rates differ to 
some extent in the several rate territories. 

Phe same article may be classified differently (in percentage of first- 

ass) in two or in all three of the classifications. About 60 per cent of 
the ratings, however, are uniform in terms of per cent of first-class in 
| three classifications; about 13 per cent are unlike in any two classifi- 
tions; and the remaining 27 per cent are alike in two, but not in all 
ee, of the classifications. 

(he lack of uniformity in the classification ratings is due largely to 
the fact that classification is not a matter of formulas; the assignment 
articles to the various classes for rate-making purposes rests upon 
judgment after a consideration of many matters. As the Commission 
pointed out as long ago as 1919, the differences in ratings in the three 

issifications are in large part ‘‘not due to actual or substantial differ- 
ences in circumstances and conditions, but are the result of mere dif- 
ferences of opinion and the natural inclination of traffic officials to give 
expression to their respective theories of classification.’”*® It might be 
added that differences in ratings sometimes reflect differences in the 
economies of the various classification territories, since they reflect the 
pressures exerted by producing interests for lower rates on the products 

ich they are interested. 

In recent years the number of classification exceptions published by 
the carriers, providing lower ratings than the regular classifications, has 
increased in number. Many of the classification exceptions have a terri- 
torial application as wide as the regular classification to which they are 
exceptions. Others have a more limited application. The Board of In- 

igation and Research study on interterritorial freight rates indicated 

that in Official Territory 17 per cent of the commodity descriptions in 
classification had been modified by exceptions having wide territorial 
ation. In Western Trunk-Line Territory 26 per cent of the com- 

ty descriptions had been thus modified by exceptions to the classifi- 
cation; in Southern Territory, 31 per cent; and in Southwestern Terri- 
tory, 36 per cent.® The effect of these exceptions was to reduce the rates 
on the articles concerned by more than 20 per cent.’ The exception 
ratings apply on the more important articles of commerce not moving 
commodity rates; therefore, considerably more traffic moves on the 
exception ratings than on the regular classification ratings as will be 
| below. The extensive use of classification exceptions in recent 
indicates, as the Commission has pointed out, that existing classi- 


169 of the Commission’s report. 
dated Classification Case, 54 I.C.C. 1, 9. 

ig., Ist sess., House Doc. No. 303 (1943), p. 47. 
p. 48. 
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fications are outmoded and should be revised.* The classifications do 
not serve the purpose for which they were intended. 

Even if the traffic moving on classification exceptions is combined 
with that moving on the regular classification ratings it will be found 
that only a small proportion of the total railroad traffic is accounted 
for. By far the greater proportion of the tonnage carried by the railroads 
moves on commodity rates. Three different types of commodity rates 
may be distinguished.* There are commodity rates which are tied to the 
class-rate structure, usually by being made a certain per cent of first- 
class rates, but sometimes of a class other than first. Other commodity 
rates are built upon some systematic basis not related to the class rates, 
but constituting a consistent rate structure. These are commonly built 
on distance scales, or on a group basis. Frequently they are character- 
ized by one or more base rates and a system of differentials. Lastly, 
there are commodity rates which are more or less sporadic point-to- 
point rates, built upon no systematic basis, but adjusted to meet the 
needs of some particular situation. Commodity rates of the first type, 
that is, those which are tied to the class rates, could easily be fitted into 
the freight classification if a sufficient number of ratings were provided. 

An analysis of the carload traffic of one day which was made by the 
Commission’s staff indicated that 85.2 per cent of the carload traffic 
moved on commodity rates, 10.7 per cent on exception ratings, and 4.1 
per cent on regular classification ratings. Official Territory is the terri- 
tory having the largest proportion of its carload traffic moving on classi- 
fication or exception ratings, but even there it was only 23.4 per cent of 
the total. Less carload traffic moves on classification ratings to a much 
greater extent than does carload traffic, but in the South exception 
ratings are found extensively on less-carload traffic. 

Within the rate territories the class rates are constructed on distance 
scales, although some grouping of origins and destinations is permitted, 
and numerous key-point rates exist which differ somewhat from the 
rates which would result from a strict application of the distance scales. 
Other departures from the strict distance scales are permitted, and usu- 
ally represent competitive adjustments. Within each of the territories a 
uniform scale of first-class rates is applied over wide areas, but special 
treatment has been accorded New England, and part of Michigan, in 
Official Territory, and the Florida peninsula in Southern Territory. 
Western Trunk-Line Territory has been divided into four zones, with 
different levels of first-class rates. 

The distance scales in each territory have been prescribed by the 
Interstate Commerce Commission, and with the exception of Mountain- 


® 262 I.C.C. 447, 504. 
* We are here following a classification made in the B.LR. study, op. cit., p. 92. 
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Pacific Territory, the scales were prescribed as a result of comprehensive 
investigations of the class-rate structure. These decisions resulted in 
more uniformity and consistency in the class-rate structures within the 
respective territories than had previously existed. 

The class-rate scales within the various rate territories differ con- 
siderably in their levels and in the rate of progression of the rates with 
distance. A comparison of the average levels of the scales of the first- 
class rates is beset with many difficulties, and is not wholly satisfactory 
for several reasons, and no such comparison was attempted by the Com- 
mission in the class-rate investigation. The mind, however, naturally 
seeks some indication of the approximate relationship of the class-rate 
scales in the different territories in order to understand better the extent 
of the differences. Several efforts have been made to provide an approxi- 
mation of the differences in levels. 

The Board of Investigation and Research study produced the follow- 
ing approximation of the relationships, with the Official Territory basic 
scale taken as 100: Official, 100; Southern, 139; Western Trunk-Line 
Zone I, 128, Zone II, 146, Zone ITI, 161, Zone IV, 184; Mountain- 
Pacific, 166.8 

A very frequent misconception arises from the use of such figures. It 
is commonly assumed that these relationships measure the relationships 
of rates on actual commodities. They measure such relationships only 
when the article in question is rated the same, in per cent of first class, 
in the different territories. If the classification ratings are different in 
two territories the difference in the rate levels on that article may be 
more, or may be less, than indicated by these relatives. If, for instance, 
an article is rated first class in Official Territory and third class in South- 
ern, the difference in ratings just about offsets the differences in the 
levels of first-class rates, and the rate levels on the article are approxi- 
mately the same in both territories. 

Differences in the levels of commodity rates in the different territories 
are usually less than the differences in the levels of first-class rates. On 
some commodities the levels of commodity rates are the same in two or 
more territories which have different levels of class rates. Some com- 
modity rates are lower in a territory having high class rates than in a 
territory having lower class rates. Thus there are several commodities 
moving on commodity rates on which the rate level is lower in the South 
than in Eastern Territory. 

Differences in class-rate levels in the different territories make difficult 
the problem of constructing interterritorial rates. Various complicated 
methods of constructing them have been used. In general the bases for 
constructing interterritorial class rates have been prescribed by the 


" Op. cit., p. 20, 
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Commission. The Commission has sought to avoid abrupt changes jn 
rates at border points, and it has attempted to blend the different intra. 
territorial rate levels. The results, however, have not been wholly satis. 
factory. The existence of different classification ratings in two rate terri. 
tories, furthermore, creates additional difficulties in obtaining a proper 
relationship between interterritorial rates on a particular commodity 
and the levels within the origin and destination territories. 


Dissatisfaction With Interterritorial Class Rates 


Dissatisfaction with the present class-rate structure has been particu- 
larly strong in the South but has also been present in the West. Efforts 
of the South to industrialize in recent years account for the vigor with 
which the South has pressed its claim for a reform of the class-rate 
structure. 

The most common complaint of the South has been that the higher 
interterritorial rates from the South to points in Official Territory place 
Southern manufacturers at a disadvantage in reaching northern markets 
in competition with producers in Eastern Territory who can ship ona 
lower scale of rates. The South has claimed that its rate handicaps have 
been a serious disadvantage to manufacturers in the South, and that 
they have prevented a normal industrial development of that area. The 
complaints of the West against the interterritorial rates from the West 
to points in Official Territory are similar to those of the South. The 
extent to which the structure of interterritorial rates and the differences 
in the levels of intraterritorial rates may have actually retarded the 
industrial development of the West and South cannot, I believe, be de- 
termined. 

On many articles produced in the South and West the producers have 
succeeded in obtaining interterritorial rates to Official Territory on the 
Official Territory level, or on a basis which exceeds the Official Territory 
level by much less than the differences in the class-rate scales. Some o/ 
these adjustments have been brought about by action of the carriers; 
in other cases they have come about as a result of decisions of the Inter- 
state Commerce Commission." These piecemeal adjustments, although 
relieving the situation in specific instances, have not removed the basic 
cause of the difficulties encountered by Southern and Western interests; 
namely, the differences in the levels of the class rates as a whole in the 
different territories. If interterritorial rates from the South to the North 
on the Northern level, or approximately on that level, are justified 0 
some articles of commerce that are produced in substantial quantities 
in the South, they are justified on articles which are produced in smal 


1! For a list of such cases involving rates from the South see'pp. 603-604 of the Commission's 
decision in the class-rate case. 
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quantities, or which may not now be produced at all in the South. 

[he relationships between class rates as a whole in the several terri- 
tories were brought in issue for the first time in the cases which we are 
discussing. The investigations of the classifications and of the class rates 
were instituted by the Commission on its own motion in 1939. The de- 


cision of the Commission in the combined proceedings was made on 
May 15, 1945. A supplemental report and decision was made on Oc- 
tober 30, 1945. The classification case embraced the three classifications, 
nd hence covers the whole country. The class-rate case, however, did 
not embrace rates in Mountain-Pacific Territory, or between that terri- 


F tory and the rest of the United States. It is not worth while here to 


describe the position of the various parties to the proceedings or the 
arguments urged before the Commission except as they may be inci- 
dentally referred to in the analysis of the Commission’s decision and 
Commission’s decision. 

The Commission’s Decision 


In the classification case the Commission found the existing classifi- 
cations to be unreasonable. It also found that because of the substantial 
number of differences in ratings the classifications resulted in undue and 
unreasonable preference and advantage, and in undue and unreasonable 
prejudice and disadvantage, in violation of Section 3 of the Interstate 
Commerce Act. The Commission therefore required the establishment 
of a uniform classification, and gave the carriers ninety days to advise 
the Commission whether they would undertake to make and tender to 
the Commission for approval a uniform classification. The carriers have 
advised the Commission that they will prepare such a classification. 
The Commission’s decision requires that the new classification contain 
) classes, ranging from Class 400 (four times first class) to Class 13 
i3 per cent of first class). 

So far as the levels of rates are concerned, the Commission found the 
existing class rates, both intraterritorial and interterritorial, to be un- 
reasonable under Section 1 of the Act. It also found that the relation 
between the interterritorial rates from Southern, Southwestern, and 
Western Trunk-Line Territories to Official Territory and the intraterri- 


torial rates within Official Territory caused undue and unreasonable 
preference and advantage to Official Territory as a whole and to the 
shippers and receivers of freight therein, and subjected Southern, South- 
western, and Western Trunk-Line Territories, as a whole, and the ship- 
pers and receivers of freight therein, to undue and unreasonable preju- 


dice and disadvantage in violation of Section 3 of the Act. A scale of 


arst-class (Class 100) rates was prescribed which is to go into effect 
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simultaneously with the new uniform classification. The new scale of 
rates is about 15 per cent higher than the basic Eastern scale of rates a 
increased by the general rate increases of 1938. 

Because a considerable time will elapse before the new classificatigg 
can be established and put into effect along with the new scale of rates 
the Commission prescribed an ad interim or temporary revision of the 
class rates subject to existing classifications. Under the ad interim ad. 
justment the rates within Official Territory were to be increased 10 per 
cent. The rates within Southern, Western Trunk-Line, and South. 
western Territories were to be reduced 10 per cent, and so also were the 
interterritorial rates between the various territories embraced within 
the investigation. The reductions, however, were subject to certain 
minima determined from the application of the same scale of rates as 
was prescribed for the permanent adjustment. The ad interim rates, as 
noted above, were to be subject to the existing classifications, and hence 
could be put into effect before the new uniform classification was estab- 
lished. It is important to note, also, that the ad interim increases and 
reductions were to apply only to traffic moving on regular classification 
ratings, and not to traffic moving on exception ratings, and of course 
not to traffic moving on commodity rates. 

The effective date of the ad interim rates was twice postponed, but 
the rates were finally to become effective on January 1, 1946. Before 
that date, however, the Commission’s order in the class-rate case was 


temporarily enjoined by a three-judge federal court for the northem 
district of New York at the request of nine Official Territory states 
The injunction applies to the orders of the Commission in the class- 
rate case, but apparently not to orders in the classification case. It is 
not known yet, of course, whether the injunction will be made perm:- 
nent, or, if it is made permanent, whether it will be sustained by the 


Supreme Court. 


Basis of the Decision 


The Commission’s decision in the combined proceedings rests funda- 
mentally on two grounds: a finding that differences in transportation 
costs in the various rate territories do not justify existing differences in 
the levels of rates, and second, that differences in the composition 0 
traffic in the different territories do not require a different distribution 
of the rate burden, but that on the contrary present differences in the 
distribution of the transportation burden unduly favor shippers and 
receivers of freight in areas having low class rates, and place shippe's 
and receivers of freight in higher rated areas at an unwarranted dis 
advantage. 

On the first point the Commission said: “ . . . there is no doubt that, 
based on cost of service considerations, the differences in levels, schemes, 
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and progressions of scales that at present occur in the several territorial 
class-rate structures here under review are not justified.’’” 
The matter of differences in the composition of traffic as a justification 


of differences in rates was involved both in the question of uniformity 


of classification and in the question of the levels of the class-rate scales. 
In reply to the contention that different classification ratings on the 
same commodity were justified by differences in the composition of 


= traflic the Commission said that such a contention presupposes that in 


the determination of reasonable ratings consideration and weight must 
be given to the volume of movement of the particular commodity. ‘“‘We 
believe,” said the Commission, ‘‘that the assignment to the same article 
of commerce of a rating which is different . . . throughout one territory 
from the rating in another, because the article moves in large volume 
in the one as a whole and in small volume in the other, causes undue 
preference and prejudice between the shippers in the two territories, as 
well as between the traffic and between the territories.”’’ So far as the 
levels of class rates were concerned, the Commission found that the 
method of distribution of the rate burden between types of traffic now 
observed in Southern, Southwestern, and Western Trunk-Line Terri- 


rtories had resulted in class rates so high that they had prevented the 


free movement of traffic at the rates in issue.‘ The Commission further 
observed that this was proved by the fact that numeroys lower excep- 
tion and commodity rates had been established which moved the great 
preponderance of traffic.» The Commission might have added that to 
justify higher class rates in the South and West on the grounds that 
there is a difference in the distribution of the transportation burden in 
the different territories is an attempt to justify a difference in rates on 
the grounds that it has always existed. 


Criticisms of the Commission’s Decision 


Much of the criticism of the Commission’s decision has been based on 
the belief that the evidence does not justify the Commission’s conclu- 
sions. These critics believe that the cost study, commonly known as the 
Edwards cost study, which was relied upon by the Commission is not 
adequate and may be misleading; they also believe that differences in 
the composition of traffic require a different distribution of the transpor- 
tation burden in the different territories; and they believe that injury 
has not been shown to result from the existing differences in class rates. 
Une is tempted to discuss each of these points, but they will doubtless 
be argued at length in the present court proceeding contesting the Com- 

Op. cit., p. 694. 


Tbid., p. 505. 
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mission’s order, and it does not seem desirable to argue them here. 

In addition to those who question the adequacy of the evidence to 
support the Commission’s findings but do not question the Commission’s 
motives, there are some who are inclined to see the decision as a politica] 
one rather than as a decision which is based on the merits of the cop. 
troversy. The dispute over interterritorial rates has lasted so long and 
has become so involved in politics that, whatever decision the Com- 
mission reached, the charge would. inevitably be made that it was 
political decision. The writer is of the conviction that the basic con- 
clusions of the Commission are warranted; namely, that existing differ. 
ences in the levels of the class rates are not justified, and that they are 
unjustly discriminatory in their effects. This does not mean, however, 
that there may not reasonably be differences of opinion concerning the 
extent to which differences may properly be removed, and the method 
of removal. 

Closely allied with the contention that the Commission’s decision 
was not based on the merits of the controversy is the charge that the 
Commission, without any statutory authorization, has indulged in a bit 
of social and economic planning; namely, that it has decided to help 
bring about greater industrialization of the South and West. It is 
charged that the Commission is attempting ‘‘to equalize fortune, oppor- 
tunities, and abilities,” which the Supreme Court has said is no part of 
the Commission’s function.” It is difficult to see how the removal of rate 
differences that are not justified by transportation conditions can be so 
regarded. It would seem rather that refusal to remove such differences 
in order to protect the industrial status guo would constitute social and 
economic planning in disregard of the factors ordinarily considered in 
rate cases. 

Economic Effects of the Decision 


The ad interim adjustment, if it goes into effect, will reduce the difier- 
ences between the class-rate levels in the different rate territories, and 
lower the interterritorial rates. This would appear to alleviate, in part, 
the disadvantages to which Southern and Western producers have been 
subjected. Owing to the fact, however, that the ad interim adjustment 
does not apply to exception rates and commodity rates, some unexpected 
and peculiar rate relationships may result. 

The permanent adjustment, if and when brought about, will provide 
a common level for class rates in four of the five major rate territories 
of the country, and will also place interterritorial rates between those 
territories on the new basis. The result will be to remove entirely the 
rate-level disadvantages of shippers and receivers of freight in Souther, 
Southwestern, and Western Trunk-Line Territories, insofar as the tratiic 


16 Interstate Commerce Commission v. Diffenbaugh, 222 U.S. 42. 
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moves on class rates. Such traffic, however, is such a small part of the 
total that the results of the decision will not be as great as has sometimes 
been assumed. In the reclassification of freight incident to the establish- 
ment of a new classification, however, it is likely that many of the 


exception ratings, and perhaps some of the commodity rates now related 
to the class rates, can be brought into the new classification with its 
\) different classes, and uniformity in ratings and rates on such traffic 
will therefore be brought about. The Commission said, in its decision, 


that while exceptions to the classifications were not in issue in the clas- 
sification case it was difficult to understand how a particular rating on 
a given article (presumably whether determined by the classification or 
by a classification exception) is justified for application throughout an 
entire classification territory, but not in an adjoining territory.17 The 
door was left open for possible instances in which differences in ratings 


be made ‘‘when required either by the provisions of the Interstate Com- 
merce Act or for commercial or competitive reasons.’”* Such differences 
in ratings, however, are to be “justified individually upon their own 
merits.’"* The conclusion seems warranted that exception ratings will 
not be permitted to destroy uniformity of classification generally, but 
will be confined to really exceptional conditions and circumstances. If 
this view of the situation is correct, the permanent adjustment would 
rovide uniform rate levels on more traffic than now moves on classifi- 
ition ratings. 

Assuming that a uniform classification and single level of class rates 
is established, an important question will be whether uniformity can be 
maintained over as extensive an area as is covered by the decision 
without creating financial difficulties for certain railroads, or for rail- 

ads in certain areas. It is possible that differences in transportation 

sts not revealed by the Edwards cost study, or that changes in unit 

sts brought about by changes in traffic density in certain areas, or 
that inadequate carrier revenues brought about by differences in the 
composition of traffic, will require that certain areas or certain railroads 
be accorded special treatment. In such a situation increased revenues 
uld be provided where necessary in several different ways. One way 
uld be by a general rate increase, including commodity rates, in such 
areas. Another way would be by a more selective process; that is, by 
increasing rates on traffic that could stand increases, and, perhaps, by 
reducing rates where lower rates might substantially increase traffic. 
In some instances increased revenues could be obtained through in- 
creases in the divisions of joint rates that accrue to needy lines. Which 
of these methods of dealing with the situation would be most appropriate 


Op. cit., p. 505. 
* Ibid 511. 
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would doubtless depend upon circumstances, but it is extremely un. 
likely that an intelligent solution of the problem would be to increase 
the class rates alone if such action meant placing them on a substantially 
higher level than prevailed elsewhere. We may rest assured, therefore. 
that even if equality in class-rate levels cannot be maintained there yi] 
never be a return to such differences in levels as have prevailed in the 
past. 

Fear has been expressed from time to time that the Commission’; 
decision will result in the establishment of a rigid system of rates based 
strictly on distance, thus removing a desirable element of flexibility jn 
the rate structure. It does not seem probable that the establishment of 
a uniform classification and a common level of class rates will destroy 
justifiable flexibility. Distance scales of class rates have been in use 
intraterritorially for many years. They have been applied with some 
flexibility, as is shown by the practice of grouping origins and destina- 
tions and of permitting various competitive adjustments. Although a 
uniform classification is to be set up under the new plan, exception 
ratings are to be permitted where they can be clearly justified by special 
circumstances. The Commission, furthermore, has always been lenient 
in permitting adjustments, through commodity rates and otherwise, to 
meet carrier and market competition, and it is not likely that this policy 
is suddenly to be reversed. 

Perhaps the biggest question in the public mind concerning the ciass- 
rate adjustment is whether, if made effective, it will bring about marked 
changes in industrial location. Will the South and West become rapidly 
industrialized? Will Official Territory suffer a loss of industrial establish- 
ments, or a loss of markets which she now supplies? The revision of the 
rate structure will remove one obstacle to the development of indus- 
tries in the South and West, but it by no means follows that a migration 
of industries from Official Territory to the South and West will follow, 
or that the establishment of new industries in the South and West will 
destroy industries in Official Territory. The East will continue for a 
long time to be the principal market for many manufactured products, 
and this circumstance gives an advantage to industries located in the 
area. For many industries Official Territory has various other locational 
advantages as well. It is very doubtful if the industrial economy of the 
East rests on such a flimsy foundation as a lower level of class rates. Ii 
there are industries in Official Territory whose location is dependent 
wholly on a lower level of class rates and which would otherwise be 
disadvantageously located, the migration of such industries to locations 
possessing genuine locational advantages would be to the good of the 
country. It may be of some consolation to Eastern industrialists to know 
that such fears as have been expressed in Southern and Western Terr! 
tories about the new rate adjustment are based on the belief that the 
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new rates will enable Eastern goods to move more readily into the South 
and West in competition with local industries in those areas. From the 
point of view of an economist the removal of unwarranted differences 
in the levels of class rates seems to be in the interest of the country as a 
whole. By removing unwarranted freight-rate handicaps the establish- 
ment of particular industries in the most favorable locations should be 
facilitated, and a sounder geographical specialization should develop. 


Some Further Problems 


The establishment of a uniform freight classification and the removal 
of the existing regional differences in the levels of class rates, as provided 
in the Commission’s decision, represent an important step in the reor- 
vanization of the rate structure, but it may not be amiss to point out 
that some other things besides uniformity of classification and the re- 
moval of unwarranted differences in class-rate levels are needed. 

In the first place, to establish a uniform rating on a particular com- 
modity where diversity now exists, or to carry present ratings, where 
uniform, into the new classification is without significance if the ratings 
are so high as to require classification exception ratings or commodity 
rates to move the traffic. Ratings should be established in the classifica- 
tion itself which will move the traffic. The Commission had this situation 
in mind when it said that it would be necessary for the carriers in estab- 
lishing a uniform classification “to examine the various exceptions upon 
their merits, and so far as possible to weave them into the going classifi- 
cation.’”*° 

The motor carriers and others have called attention to another situa- 
tion which requires examination if a sound railroad rate structure is to 
be developed. It is claimed that under the new scale of rates the rates 

n less-than-carload traffic will be below the railroad cost of service. 
The Commission in the original report said that analysis ‘unmistakably 
reveals the fact that less-than-carload traffic generally in all the terri- 
tories is not bearing its proper share of the costs of transportation—in 
fact, excluding wartime loading, it is not yielding, on the average, its 
out-of-pocket costs plus constant expenses solely related to this traffic, 
plus the cost of collection and delivery, in any territory except possibly 
in the southern where the margin of difference between revenues and 
these expenses is slight.’ In the first supplemental report, the Com- 
mission, although refusing to exempt less-carload traffic from the reduc- 
tions required in the ad interim adjustment, remarked that the carriers 
would be expected to give careful consideration to the rates maintained 
on less-carload traffic with a view to making readjustments in ratings 
or rates, as promptly as possible, which would insure that the rates on 


* Thid., p. 508. 
Ibid., p. 697. 
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such traffic were on a compensatory level.” The issue, if settled correctly. 
requires a determination of the costs of transporting less-carload trafic 
and if the rates are above direct costs but less than fully allocated costs 
a determination of the extent to which the less-carload rail rates may 
be lower than fully allocated costs to meet motor-truck competition, 
The point raised by the motor carriers is part of the broad question o T 
the proper adjustment of rates of competing modes of transport. 
Lastly, it is not unlikely that the rate structures on some commodities that 
that move almost entirely on commodity rates should be revised. This, 
however, does not require an examination of all the commodity-rate J },y; 
structures. As was pointed out in the Board of Investigation and Re. 
search study, many commodities moving on commodity rates are loy- m 
grade commodities and move relatively short distances, and on such ’ Pp 
commodities there is no necessity for national or even regional uniform. & } 
ity. On such commodities, it was pointed out, there may be a closer Hy... 
adjustment of rates to local transportation costs and to local conditions J ;.,, 
of demand than is practicable with class rates. On other commodities J tion 
moving on commodity rates, however, regional or even nation-wide HB ade, 
uniformity in rate levels may be desirable to the extent that transporta- HB ),. 
tion costs warrant it. It is for this reason, and also because of the chaotic I 
condition of some commodity-rate structures, that some of them need the 
examination. In view of the requirements of Section 5 of the Transpor- the) 


tation Act of 1940 directing the Commission ‘“‘to institute an investiga- meri 
tion into the rates on manufactured products, agricultural commedities, Trai 
and raw materials, between points in one classification territory and Act. 
points in another such territory, and into like rates within any of such the ; 


territories,” it is difficult to see how such investigations can be avoided, tend 
if there is any desire on the part of those concerned to have them in- 
vestigated. tj 
Conclusion miss 

The importance of the Commission’s decision in the class-rate in- mer 
vestigation should not be minimized. It is an important decision, and I 
we have already noted that the establishment of a uniform freight clas- it 
sification and the removal of unjustified regional differences in the levels the . 
of class rates, if accomplished, should facilitate geographical specializa- nen 
tion that rests upon a sounder economic basis. But if the decision should t 
not be minimized, neither should its importance be exaggerated; and it 
should not divert attention from the fact that there are other important 
rate problems which require attention, particularly the relationship be 
tween rates of competing modes of transport—a problem which can be 
dealt with only to a limited extent in the process of establishing 4 
railroad classification and an appropriate system of railroad class rates 


#2 Mimeographed edition, sheet 24. 


THE INTERSTATE COMMERCE COMMISSION, 
THE DEPARTMENT OF JUSTICE, AND THE 
SUPREME COURT 


By Ev_mer A. SMITH 
Illinois Central System 


Justice Holmes said! some fifty years ago that for the rational study 
{the law, the black-letter man might be the man of the present, but 

that the man of the future is the man of statistics and the master of 
economics. Time has proved that Holmes was right. The stuff of the 
law today is economics. While most of the problems discussed in this 
paper may be cast in a legal mold, they are intrinsically economic prob- 

Problems of transportation economics do not lose their importance 
because they reflect the problems of one segment of our economy. The 
years of war have shown far more than the years of peace the impor- 
tance of this segment in our national economy. Problems of transporta- 
tion economics are today national, not sectional, in their nature. An 
adequate national system of transportation is a condition to the healthy 
functioning of our economic life. 

[ propose to consider, first, the soundness of the position pressed by 
the Department of Justice, that the Sherman Antitrust Act applies to 
the rate-making procedures of carriers regulated by the Interstate Com- 
merce Commission, and the resulting conflict between the National 
Transportation Policy declared by Congress in the Interstate Commerce 
Act, and the Antitrust Act as the Department applies that Act; second, 
the attitude of the Supreme Court towards the Commission, and the 
tendency on the part of some members of the Court to substitute their 

ent for that of the Commission on purely administrative ques- 

s; and, lastly, the important problems that will confront the Com- 

ssion in the postwar era in its administration of the Interstate Com- 

\ct. 

lhe Department relies in support of its position upon the decisions 

‘the Supreme Court? almost fifty years ago in the Trans-Missouri and 

‘oint Traffic Association cases. The Court there held that agree- 

ments among railroads giving rate bureaus the power to fix and main- 
tain rates were in restraint of trade and therefore illegal. 

Let us consider the setting within which these two cases were decided, 
the changes since made in the Interstate Commerce Act, and in rate 
bureau proceaure. 

e Path of the Law,” address of January 8, 1897, Collected Legal Papers, 167; Vol. X, 
[ Re Aes oa Mr. Justice Frankfurter, concurring in Driscoll v. Edison Light & 


led States v. Trans-Missouri Freight Assn., 166 U.S. 290, decided Mar. 22, 1897; United 
Toint Traffic Assn., 171 U.S. 705, decided Oct. 24, 1898. 
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The Interstate Commerce Act was passed on February 4, 1887. 


Court decisions in the next ten years rendered the Commission impo. 


tent to regulate rates.* But beginning with 1906, Congress passed amend. 
ments to the Act which have made it an effective instrument for the 
regulation of carriers.‘ The regulation provided for in the Act is all. 
pervasive. It controls every carrier activity which in any way affects 
the public interest. 

The Transportation Act of 1920 introduced, as the Supreme Court 
has so many times said,° a new policy of interstate commerce legislation, 
That policy was an affirmative one. It emphasized the aim of establish. 
ing an adequate national transportation system. This purpose was 
confirmed and strengthened in the Declaration of National Transpor- 
tation Policy found in the Transportation Act of 1940.6 This decla- 
ration has a most important bearing upon the questions we are here 
considering. This policy is directed “all to the end of developing, co- 
ordinating and preserving a national transportation system by water, 
highway and rail, as well as other means, adequate to meet the needs 
of the commerce of the United States, of the postal service, and of the 
national defense.” 

A study of the 210 pages of the Interstate Commerce Act, its history, 
and its administration by the Commission over a period of fifty-nine 
years, will demonstrate that the Act was intended by Congress to pro- 
vide, and in its actual day-by-day application by the Commission 
provides, within human limitations, a complete protection of the public 
interest. No gaps remain in that protection to be filled in by the Depart- 
ment of Justice. 

Under the Act the Commission’s jurisdiction now includes railroads, 
sleeping-car, express, and pipe-line companies, common and contract 
motor and water carriers, and freight forwarders. If a rate exceeds a 
reasonable maximum rate, the Commission reduces it. If it is less thana 
reasonable minimum, the Commission increases it. If it is unjustly dis- 
criminatory or unduly prejudicial, the Commission removes the 
discrimination or prejudice. If unlawful rates resulted in damages in the 
past, the Commission awards damages. If carriers propose to increase 
or reduce their rates, the Commission has the power to suspend such 
changes pending a determination of their lawfulness. There is no wrong 
that carriers can impose upon shippers for which no remedy exists undet 


°C. N.O. & T. P. Ry. Co. v. Inter. Com. Com., 162 U.S. 184 (1896); Inter. Com. Com. \ 
Ala. M. Ry. Co., 168 U.S. 144 (1897); C. N. 0. & > T. P. Ry. Co. v. United States, 167 U.S. 479 
(1897-). The Maximum Rate Case; Eleventh Annual Report of Inter. Com. Com. for the Year 
1897, p. 51. 

‘ Clyde B. Aitchison, “The Evolution of the Interstate Commerce Act, 1897-1937,” George 
Washington Law Rev. , Vol. V, Mar., 1937, p. 289. 

5 Railroad Commission of Wis. v. C. B. & 0. R. R. Co., 257 U.S. 563; New England Divisions 
Case, 261 U.S. 184; Dayton-Goose Creek R. R. Co. v. United States, 263 U.S. 465. 

¢ “Declaration of National Transportation Policy,” Act of Sept. 18, 1940, 54 Stat. L. 89 
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he Interstate Commerce Act. That Act embodies a remedial system, 


+} 
+ 

L( 


} use the language of the Supreme Court,’ that is complete and self- 
contained. 

The Department in a brief filed in one of these old antitrust cases 
said that when Congress saw fit to take the railroads out of the operation 
of the natural laws of trade, it would do so, and for independent compe- 
tition would substitute government regulation. This Congress has done 
in the many changes made in the Act since 1897. 

The Department between 1897 and 1944 brought only two cases 
under the Antitrust Act against the railroads which directly challenged 
their rate-making procedures. These two cases were dismissed by the 
Department following action by the Commission.* The Department as 
late as 1940 believed that regulation protected the public interest, for 
it said® in a brief filed in the Supreme Court: “In other words, in the 
case of the railroads there has been a substitution of governmental regu- 
lation for competition as a means of protecting the public.” 

lhe Supreme Court, when it came to decide this case, said: ‘‘Congress 
has not, in its regulatory scheme [respecting broadcasting] abandoned 
the principle of free competition, as it has done in the case of railroads, 
in respect of which regulation involves the suppression of wasteful prac- 
tices due to competition, the regulation of rates and charges, and other 
measures which are unnecessary if free competition is to, be permitted.” 

The rate bureaus condemned as illegal by the Supreme Court in the 
cases decided in 1897 and 1898 were dissolved. New rate bureaus were, 
however, immediately organized under revised Articles of Association, 
which very substantially changed the procedure that had been followed. 
Railroads withdrew from the bureaus the power to fix rates and to assess 
fines. The rate-making procedure developed over a period of almost five 
lecades generally provides for conferences among the railroads and 
shippers respecting rates. The right of each railroad to determine for 
itself what rates it will establish is recognized and is freely exercised.” 

It is significant that the Commission in its annual report for 1898— 
the very year in which the Joint Traffic case was decided—and in later 
reports, referred to these rate bureaus, and said that it was difficult to 
see how railroads could be operated, with due regard to the interest of 


"Terminal Warehouse Co. v. Pennsylvania R. R. Co., 297 U.S. 500, p. 514. 
* Decrees and Judgments in Federal Antitrust Cases, pp. 243-245, 469. See also Annual Report 

\torney General for the Year Ended 1910. 

' Federal Communications Com. v. Sanders Brothers Radio Station, 309 U.S. 470. 

“ The procedure followed by rate bureaus has been described at length in the recent report 
‘the Board of Investigation and Research on Rate-Making and Rate-Publishing Procedures 
‘Carriers, Nov. 29, 1943, House Document No. 363, 78th Cong., 1st sess., and in the hearings 

velore Congressional Committees considering bills to regulate rate bureaus: Hearings before 
Senate Committee on Interstate Commerce, 78th Cong., Ist sess., on S. 942, and before a 

committee of the House Committee on Interstate and Foreign Commerce, 79th Cong., 
*t sess.,on H. R. 2536, and Report No. 1212, 79th Cong., 1st. sess., to Accompany H. R. 2536. 
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the shippers and the railroads, without concerted action of the kind 
afforded through the bureaus. The Commission in 1944, forty-six years 
later, again considered the place of rate bureaus in the regulatory scheme 
and said that there was danger that undue breadth in applying the 
Antitrust Act would interfere with carrying out the Declaration of the 
National Transportation Policy against ‘‘unfair or destructive competi- 
tive practices.’ 

What are the reasons for the rate-bureau procedure that has developed 
over a period of more than fifty years, and without any challenge by the 
Department of Justice until 1944? The maintenance of rate bureaus, 
which provide a medium through which railroads and shippers may con- 
sult and confer with one another respecting rates, is imperatively re- 
quired to aid in the effective administration of the Interstate Commerce 
Act. 

The Act sets up standards of rate making which constitute the heart 
of the Act. Rates must be reasonable. They must be nondiscriminatory, 
They must not be unduly prejudicial or preferential. The Department 
contends that these standards are for the guidance of the Interstate 
Commerce Commission alone, and that the railroads may not under the 
Antitrust Act collectively consider whether a proposed rate which may 
affect all railroads and all shippers in a given region or in several regions 
is reasonable or discriminatory. 

But the standards which control the Commission in determining what 
are lawful rates are the standards which the carriers themselves, to the 
best of their ability, must follow when they initiate rates. The initiation 
of rates by carriers under these standards is an integral part of the rate- 
making procedure contemplated by the Interstate Commerce Act. The 
whole process of rate initiation by the carriers and the review of those 
rates by the Commission is a seamless web, and cannot be separated, 
the carriers controlled in their initiation by theories of competition en- 
forced by the Department and the Commission testing the rates by 
different standards—those found in the Act. It is impossible for regule- 
tion to have even a semblance of success on any such theory. Regule- 
tion does not begin with the Commission. Congress intended it shoul 
begin with the carriers when they initiate rates. Otherwise the establish- 
ment of rates by carriers would be an invitation to litigation, and 4 
burden upon shippers and the Commission. 

The Commission more than two decades ago said that the railroads 
in the performance of the duty imposed upon them of initiating rates, 


1 


The Commission’s Annual Report for the Year 1945 repeats what it said in its Annu 
Report for 1944 respecting rate bureaus. The Commission some twenty-five years ago at {he 
request of the Senate conducted an investigation of a western rate bureau, found that it serves 
many useful purposes, promotes economy and efficiency, is of advantage to shippers as 
as carriers, and that its operation tends to obviate or remove the discrimination which the 4" 
condemns. (In Re Transcontinental Freight Bureau, 77 1.C.C. 252.) 
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must exercise judgment and discretion by a like resort to existing facts, 
circumstances, and conditions in the first instance, just as the Com- 
nission must later do when rates are brought in question before it.” 
he [ae The rate bureau procedure now attacked enables the carriers to do this 
he ae very thing. 

The House Committee on Interstate and Foreign Commerce said in 
its recent report’ on the bill which would subject rate bureau procedure 
ed fae to the control of the Commission: “It is recognized by all who are fa- 
the miliar with the problems of transportation that the carriers subject to 
ne Interstate Commerce Act cannot satisfactorily meet their duties 


2 snd the responsibilities thereunder, and the basic purposes of the Act 
re. cannot be effectively carried out, unless such carriers are permitted to 
ree ME engage in joint activities to a substantial extent.’ 

The Department has overlooked the fact that the rates of an indi- 
art ] vidual railroad are but an integral part of what is becoming a national 
ry, Merete structure. The Declaration of National Transportation Policy in 
ent ae te Transportation Act of 1940 and the amendments by that Act to 


Section 3 of the Interstate Commerce Act, dealing with discrimination 

the [ge between territories, show that Congress now intends that the rate struc- 

in this country should be treated from the standpoint of the needs 

{ the nation as a whole and not from the standpoint of the interests of 
e region or of an individual carrier. 


hat 'he Commission has recently said that the rate structure of this 
mm sity is not a loose aggregation of separately established rates but a 
Hon Map Sugle entity composed of related rates.“ It gives emphasis to this point 
in its recent decision in the Class-Rate case.© And the House Committee 


The gp Report to which I have just referred contains this accurate statement 
of the situation: ‘“‘The rates which together make up a rate structure 
ted, ME necessary to satisfy both the standards prescribed by law and the legiti- 
en. mate requirements of commerce are interrelated and interdependent to 
py Ggg extent not generally appreciated by those who are not called upon 
deal with them.” 

- The Commission as long ago as 1903 first announced" the principle 


ould * Ana larko Cotton Oil Co.v. A. T. & S. F. Ry. Co., 20 1.C.C. 43, p. 50. The Commission has 

lish- recognized in a long line of cases that the carriers are just as much an instrument for the ad- 
™ ninistrati : of the Act as is the Commission. Bone Dry Fertilizer Co. v. A. & C. L. Ry. Co. 

nd a Iss LC.C, 124, p. 128; see also Export and Import Rates, 205 1.C.C. 511, p. 552: Lake Cargo 

il Cases, 139 I.C.C. '367, p. 391; El Paso & S. W. Ry. ‘Co. v. Arizona Commission, 51 Fed. 

1d) 573, p. 576; Lime Rock from Sugar Factory, Utah, to Idaho, 231 1.C.C. 278, p. 281. 

oads _' Keport of House Committee on Interstate and Foreign Commerce to Accompany H. R. 2536, 

port No. 1212, 79th Cong., 1st sess. Mr. Commissioner Aitchison, in the course of his state- 

\t before the House Committee considering this bill, said: “The carriers should be permitted 

anual co collectively and fearlessly that which the law expressed in the Interstate Commerce Act 

at th re of them, in the large way contemplated by the spirit of the whole Act and in conform- 

serves ty with the national transportation poli 

rg ‘Summer & Co. v. Erie R. R. Co., 262 I.C.C. 43, p. 49. 

he law * Class-Rate Investigation, 1939, decided May 15, 1945, 262 I.C.C. 447, p. 690. 

Froposed Advances in Freight Rates, 9 I.C.C. 382. 
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that in fixing rates, the Commission would have regard not altogether 
to any one particular railroad but to the entire situation, and would 
consider the effect of whatever order it might make upon all the rajj. 
roads. This principle has been written into the Act by an unbroken line 
of decisions’ during a period of more than four decades, and Congress 
has many times amended the Act without changing this interpretation, 
These decisions, and now the Act itself, emphasize the duty of an indi. 
vidual carrier in proposing rate changes to consider how those changes 
would compare with the rates of other carriers in the same and in other 
territories, and particularly with rates and rate relationship fixed by the 
Commission, how they would affect rate relationships and shippers on 
other railroads and in other territories, how they would affect the rate 
structure and consequently the revenues of the carriers as a whole, 
whether they would strengthen or weaken an adequate system of trans. 
portation. These matters cannot be intelligently or fairly determined by 
a carrier acting in a vacuum. 

The Commission in many cases‘® has called upon the railroads to 
consult and confer among themselves and with shippers with a view to 
working out a lawful and harmonious rate adjustment. Thus the rail- 
roads, when carrying out through collective action the specific requests 
of the Commission, are charged by another department of the govern- 
ment with a violation of the Antitrust Act. 

The Department of Justice, while recognizing that rates should con- 
form to the Interstate Commerce Act, sets up its own standard of rate 
control, to be effected through the enforcement of the Antitrust Act: 
that rates shall be competitive. The Department apparently contem- 
plates unrestrained and unbridled competition, something which the 
Commission has opposed for almost sixty years. It further contends that 
there is a zone of reasonableness between a reasonable maximum anda 
reasonable minimum rate, and that within this zone the standard of 
the Department shall control. But the Declaration of National! Trans- 
portation Policy is specifically directed, among other things, to the 
establishment not of competitive charges, but of “reasonable charges, 
without unjust discriminations, undue preferences, or unfair or destruc- 
tive competitive practices.” This policy is to be administered by the 
Commission, not the Department. There will be times when carriers 

7 Receivers and Shippers Assn. v.C. N.O. & T. P. Ry. Co., 18 1.C.C. 440, p. 464; New Eng- 
land Lumber Rates, 43 1.C.C. 641, p. 653; Holmes & Hallowell Co. v. G. N. Ry. Co., O LCL 
687, p. 708; Coke from Southern Points, 204 I.C.C. 767, p. 773; General Commodity Rate s- 
creases, 1937, 223 I.C.C. 657, p. 744; Property Owners’ Committee v. C. & 0. Ry. Co., 237 LCC 
549 pp. 577-578. 

18 Salt from Louisiana Mines to Chicago, 66 I.C.C. 81, p. 93; Proportional Rates on Grain ond 
Grain Products, 74 I.C.C. 341, p. 343; Sugar Cases of 1922, 81 1.C.C. 448, p. 472; Increaste 
Railway Rates, Fares, and Charges, 248 I.C.C. 545, pp. 562-571; 609; Consolidated Frei 


—— Cases, 262 1.C.C. 447, p. 511; New Automobiles in Interstate Commerce, 259 LC C. 
75, p. 555. 
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cannot obtain maximum rates, because of carrier or market competition 
or other factors. But fundamentally the statutory standard of a reason- 
able maximum rate, not something less, protects the public interest and 
the carriers at the same time. If rates exceed reasonable maximum rates, 
the Commission reduces them, as it has many thousands of times. 

Suits have recently been brought by the state of Georgia and by the 
Department of Justice against the railroads charging them with viola- 
tions of the Antitrust Act in the maintenance of rate bureaus and in 
their rate-making procedure.’® On the other hand, the Interstate Com- 
merce Commission, the state commissions, the shippers of this country, 
as well as the carriers, take the position that these rate-making pro- 
cedures should be continued but subjected to full control by the Com- 
mission. 

A bill recently passed by the House of Representatives and now in the 
Senate would achieve this result. The House Committee, in reporting 
out this bill,?® said in part: 

The situation is one which clearly calls for prompt action by Congress. The problem is one 
of reconciling and harmonizing two great principles of public policy which have been declared 
by Congress. One of these principles is embodied in the Antitrust Laws. These laws, which are 
enforced by the Department of Justice, apply broadly for the purpose of preventing unlawful 
restraints upon competition in all fields of interstate trade and commerce. The other principle, 
applicable in the relatively limited field of transportation in interstate commerce by carriers 

ibject to the Interstate Commerce Act, is found in the national transportation policy de- 
clared in the Interstate Commerce Act. , 

It is obvious that confusion and uncertainty are inevitable where these two principles of 
public policy, administered and enforced by different agencies, are applied in such a way that 
there is conflict between them. 

The carriers cannot serve two masters with widely divergent views 
respecting the principles that should control the determination of rates. 

The statements presented to the House Committee by the Interstate 
Commerce Commission, the state railroad commissions, chambers of 
commerce, and shipper organizations, both large and small, scattered 
throughout the entire country, show that those persons who are most 
familiar with transportation problems and who have the greatest inter- 
est in those problems recognize the very necessary place that rate-bureau 
procedure occupies in the consideration and initiation of rates, and the 
protection to the shipping public that such procedure insures. The una- 
nimity of opinion on this point by the shippers of this country who pay 
the rates gives emphasis to Commissioner Eastman’s statement made 
in 1943 before the Senate Committee on Interstate Commerce :# 

If the rate bureaus and the like had, over their long history, been the source of grave abuse 
vaich prejudiced seriously the interests of the shippers, you may be sure that long since there 


.., United States v. Association of American Railroads, Et Al., U. S. District Court, Lincoln, 
Ne raska; State of Georgia v. Pennsylvania R. R. Co. Et Al., 324 U.S. 439 (original suit). 

see Note 13. 
, >e¢ Statement by Mr. Commissioner Eastman before Senate Committee on Interstate 
Lommerce; Hearings before the Committee on Interstate Commerce. United States Senate, 
1 Cong., Ist sess., on S. 942, p. 831. 
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would have been an uprising and that this situation would have been made clear to you bya 
heavy tide of complaints pouring into the Commission and into the Congress of the United 
States. If there has been or is such a tide, it has somehow escaped my knowledge. I believe 
this hearing will demonstrate that such complaint as there is has its source not in the shippers 
of the country, but in the lawyers and economists of the Department of Justice. 


What is the reason why, after a lapse of almost fifty years, the De. 
partment of Justice now takes the position that the Antitrust Act ap- 
plies to the rate-making procedures which the railroads have developed 
for the purpose of complying with the standards laid down in the Inter. 
state Commerce Act? 

An examination of the addresses and statements made in the past 
few years by ofiicers of the Department makes it clear that in the opinion 
of the Department the Interstate Commerce Act has failed in its high 
purposes, and that the administration of the Act by the Commission 
has not protected the public interest.” The officers of the Department 
have used the phrases, “excessive rates” and “discriminatory rates,” 
the implication being that regulation by the Commission has been inef- 
fective and that such regulation has brought about the very violations 
of law which the Act was intended to prohibit and prevent. 

The officers of the Department have sought to leave the impression 
that the Commission passes upon a trivial percentage of the rates which 
the shippers pay. But studies made by the railroads show that from 
80 to 85 per cent of the tonnage moving in this country moves on rates 
that are the same or less than those approved by the Commission fol- 
lowing extended hearings. The Commission has many times been called 
upon to consider and fix the level of the rate structure as a whole.” 


* Addresses of Wendell Berge, Assistant Attorney General of the United States, of Aug.7 
1944, before the Kansas City Advertising and Sales Executive Club, address of Sept. 11, 1944, 
before Town Hall, Inc., Los Angeles; address of Sept. 17, 1944, at Portland, Oregon; address 
of Sept. 20, 1944, before the Rotary Club, Seattle, Wash.; address of Sept. 20, 1944, before the 
Seattle Bar Association; address of Oct. 25, 1944, before the Wisconsin Farmers Union Con- 
vention at Chippewa Falls, Wis.; letter to Editor of New York Times of Aug. 30, 1944, in reply 
to an editorial in the New York Times of Aug. 25, 1944, regarding the antitrust suit brought at 
Lincoln, Neb., against the railroads; hearings before Committee on Interstate Commerce, 
United States Senate, 78th Cong., 1st sess., on S. 942, A Bill to Amend the Interstate Com 
merce Act to Provide for Agreements Between Common Carriers by Railroad, etc.; Justice 
in Transportation, by Arne C. Wiprud, formerly Special Assistant to the Attorney Genera 
(The writer of this paper reviewed this book in an article entitled, ‘““Rate-Making and th 
Antitrust Law,” in the Railway Age of Aug. 4, 1945, reprinted in Vol. XII, J.C.C. Pra 
titioners’ Journal, p. 1117.) 

See particularly Mr. Commissioner Eastman’s comments on the attitude of the Department 
of Justice towards the Commission in the statement that he made before the Senate Committee 
on Interstate Commerce. Hearings before Committee on Interstate Commerce, United States 
Senate, 78th Cong., 1st sess., on S. 942, pp. 877-878. bn 

*8 Increased Rates, 1910, 20 1.C.C. 243; The Five Per Cent Case, 32 1.C.C. 325; The Fifteen 
Per Cent Case, 45 1.C.C. 303; Increased Rates, 1920, 58 1.C.C. 220; Reduced Rates, 1922, ° 
1.C.C. 676; The Fifteen Per Cent Case, 1931, 178 I.C.C. 539, 179 I.C.C. 215, 191 1.C.C, 30); 
General Rate Level Investigation, 1933, 195 1.C.C. 5; Emergency Freight Charges, 1933, “ 
.C.C, 4, 215 LC.C. 439, 219 LC.C. 565; General Commodity Rate Increases, 1937, 223 LC‘ 
657, 229 L.C.C. 435; The Fifteen Per Cent Case, 1937-1938, 226 1.C.C. 41; Ex Parte No. !*, 
Increased Railway Rates, Fares, and Charges, 1942, 248 1.C.C. 545, 255 I.C.C. 357, 256 LC 
502, 258 I.C.C. 455, 259 I.C.C. 159. 
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bya And the 307 volumes of the Commission’s reports are filled not only 
fine with decisions fixing the levels of rates, that is, decisions requiring re- 
pers ductions in rates and fixing maximum reasonable rates, but with deci- 
sions requiring the elimination of discrimination and prejudice. All these 
De- decisions Show the extent to which the rate structure has been subjected 
ap- to a “continuous administrative supervision.”™ 
ped The Commission is always confronted with the problem of fixing 
ter- rates which will not only be reasonable from the standpoint of the ship- 


pers but at the same time adequate to maintain a national system of 
past transportation. 


nion The Department seems to have overlooked the fact that Congress 
high declared it to be a part of the National Transportation Policy “to encour- 
sion age fair wages and equitable working conditions.” 
nent It will take something more than rates which reflect the kind of 
es,” competition which the Department hopes to bring about to carry out 
inef- this particular part of the declaration of policy. Emergency boards 
‘ions appointed by the President under the Railway Labor Act to investigate 
wage disputes between railroads and their employees have recently 
sion pointed out that the railroad wage structure is essentially a national 
hich ne and that railroad wage issues must be dealt with in national terms.* 
from A national wage structure, bearing in mind that out of every dollar of 
rates revenue taken in by the railroads from 40 to 45 per cent is paid out im- 
| fol- mediately in wages, requires a national rate structure, and it requires 
alled that each railroad in initiating rates shall give consideration to the effect 


of proposed changes in rates upon the national rate structure, and the 
, ability of that structure to aid in carrying out the Declaration of Na- 
“1944 tional Transportation Policy. 

The Department, however, has further evidenced in a most striking 
1 Con- way its distrust of the administration of the Act by the Commission. 
1 reply (he Department has sought, through the powers it possesses of repre- 
merce, senting the United States in suits brought to set aside orders of the Com- 
a mission, to defeat many of these orders in the courts, and to control the 
ener administrative discretion of the Commission on the facts in a particular 
case—a discretion vested by Congress in the Commission and not in 
the Department.*% Congress did not, however, appoint the Department 
~ { Justice to act as a board of review for orders of the Commission. 

States We have here a very sharp controversy between an agency of Con- 
— gress and an agency of the Executive. The agency of Congress, entrusted 
“a! 7 United States v. Socony Vacuum Oil Co., 310 U.S. 150, p. 221. 

al ‘eport of Sept. 25, 1943, to the President; Supplemental Report of May 29, 1943, to Presi- 
Py t; Report of Oct. 29, 1938, to President. 

Tt ~ Associated Transport, Inc., Control and Consolidation, 38 M.C.C. 137; McLean Trucking 
v. United States, 321 U.S. 67; Inter. Com. Com. v. City of Jersey City, 322 U.S. 503; Ameri- 


i Trucking Assns. v. United States, 56 Fed. Supp. 394; Inland Waterways Corporation v. 
led States, Fed. Supp. 
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with the duty of carrying out the National Transportation Policy and 
applying the Interstate Commerce Act, is now told by an agency of the 
Executive that its approach to regulation is wrong, that it has failed in 
the effective administrat on of the Act, and that the theories of regula- 
tion held by the agency of the Executive should control the agency of 
Congress. Thus underlying this controversy is the question whether the 
Commission is to continue as an independent tribunal, or whether its 
construction of the Interstate Commerce Act, and the procedure it has 
evolved in the administration of that Act, should be subjected to con- 
trol by the Department of Justice. In this connection it is to be borne in 
mind that prescribing rates for the future is a quasi-legislative function 
delegated by Congress to the Commission. 

What your distinguished President said many years ago,” bears re- 
peating today: “In the face of these large responsibilities, however, it 
is of crucial importance that the Commission with its administrative 
independence be . . . maintained. Executive or Legislative interference 
tends to substitute political power for informed and disinterested judg- 
ment.” 

Whatever may be the opinion of the Department of Justice respecting 
the reasonableness or the relationship of rates, it is to be borne in mind 
that neither the Department nor a court can require a reduction or 
change in a single rate. This fact alone shows that the protection of the 
public interest in matters affecting rates is found in the administration 
of the Act by the Commission, and not in the application to a regulated 
industry of the Antitrust Act. 

What would be the result if the Department’s views are finally sus- 
tained? The Department envisages indiscriminate rate-cutting among 
the carriers, all leading to general reductions in rates. An examination, 
however, of the results of operations of the carriers in the last three 
decades, and of the present level of their costs, will show that the car- 
riers are in no position to engage in such competitive rate cutting as the 
Department seeks to bring about. A living wage for the carriers must 
reflect fundamentally their cost of service. It seems more likely, there- 
fore, in view of the interdependency of rates, that with carriers denied 
the right to confer with other carriers and with shipper groups respect- 
ing changes in rates, the existing rates would be “frozen”; that is, only 
those changes in rates would be made which were required by the Com- 
mission’s orders. 

The Department of Justice, in short, would require the shippers of this 
country to file complaints with the Commission in order to obtail 
changes in rates which can now be obtained under the existing rate- 
bureau procedure. 


277. L. Sharfman, “Interstate Commerce Commission,” Encyclopaedia of Social Science, 
Vol. 8, p. 229. 
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As Mr. Commissioner Aitchison recently said :?8 


From the standpoint of administration the problem of the Commission is greatly simplified 
if the carriers who it regulates are permitted to organize so that they may be dealt with as 
units, rather than as wholly separated and individual entities. We have been informed by 
nany of the State railroad and utilities commissions that this is also their experience. The 
process of negotiation between carriers and shippers for rates or for services is greatly simplified 
if shippers may deal with the carriers collectively. Proper functioning of this process ma- 
terially aids in the development of fair and equal rate adjustments, and thus lessens the task 
of the regulating bodies. 


It is of the greatest significance that in no other industry has the pur- 
chaser of acommodity so much to say regarding its price as the purchaser 
of transportation service. And the means through which the purchaser 
expresses his views and ascertains at the same time the views of his 
competitors respecting changes in freight rates, is the rate bureau. The 
very reason why the Commission is not called upon to suspend most rate 
changes is because those changes, worked out through rate-bureau pro- 
cedure, are satisfactory to shippers. 

The fundamental fallacy into which the Department of Justice has 
fallen is its failure to distinguish between the transportation industry, 
subject to regulation in the most minute detail, whose rates are regu- 
lated and profits controlled through the power that the Commission has 
to fix rates, and in industry whose prices and profits are subject to no 
control except that of the market place. 

But the Interstate Commerce Commission is not the final arbiter of 
questions arising under the Interstate Commerce Act. The Commis- 
sion’s decisions are subject to review in the federal courts, with the right 
of appeal direct to the Supreme Court. 

What has been the attitude of the ‘“‘authoritative faculty of econom- 
ics,” as John R. Commons once called the Supreme Court, toward the 
Commission’s decisions which have come before it for review since the 
October Term, 1937, whcn changes were first made in what now might 
be said to have been the old Court? An examination of the decisions 
since that term shows that the Court has rendered opinions in ninety- 
nine cases involving the validity of the Commission’s orders. Orders in 
eighty-six of those cases were sustained. Orders in ten cases were set 
aside. Orders in three cases were sustained in part and set aside in part. 

These figures reflect a respectable showing for any litigant in any 
court. But like averages, they are apt to be misleading. An examination 
of the decisions themselves gives a somewhat different picture. 

These decisions have in many cases been rendered by a sharply di- 
vided Court. In six cases the decision was by a five-to-four vote; in ten 
cases the decision was by a six-to-three vote. A study of these decisions 
shows that a minority of the Court, which now and then becomes a 


_" Hearings before Subcommittee of Committee on Interstate and Foreign Commerce, 
House of Representatives, 79th Cong., 1st sess., pursuant to H. R. 2536, p. 14. 
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majority, has displayed a marked tendency to substitute its judgment 
for that of the Commission on questions wholly administrative in char- 
acter, and so to construe the Interstate Commerce Act as to restrict the 
area within which the Commission may exercise its administrative dis- 
cretion, and thus impede and embarrass the Commission in its adminis- 
tration of the Act. The minority has largely consisted of the same jus- 
tices. 

There is no time here to review these many decisions. It would prove 
a fascinating study in administrative law and in economics. Language in 
recent decisions of lower federal courts setting aside the Commission’s 
orders, when considered along with language in these decisions of the 
Supreme Court, suggests a possibility that the courts may shear the 
Commission of its powers and usurp its functions, as the courts did in 
the first two decades of the Commission’s life and as the Commerce 
Court sought to do during the years of its existence. 

Mr. Justice Frankfurter, dissenting from a recent decision setting 
aside an order of the Commission, said :*9 


That the Commission is an expert body to which Congress has seen fit to commit the regu- 
lation of the intricate relationships between the various means of national transportation isa 
well-worn phrase which ought not to lose its significance in practice when the actions of the 
Commission come here for review. 


These decisions of the Supreme Court, and the dissents, have not 
escaped the attention of students of law. Professor Dodd of Harvard 
Law School, in a recent article dealing with the Supreme Court and 


labor, said :*° 


But it is clear that the Board’s [the National Labor Relation Board’s] string of victories has 
not been due solely to the Supreme Court’s general attitude toward administrative agencies. 
For a majority of the members of the Court—and particularly Justices Black, Douglas, Murphy, 
and Rutledge, the Justices who have been the most unwilling to set aside anything which the 
Labor Board has done—have during these same four terms of court shown considerably less 
reluctance to reverse the Interstate Commerce Commission, an administrative agency at pres- 
ent somewhat out of favor in so-called liberal circles. There is no reason to doubt that, in the 
case of the Labor Relations Board, judicial acceptance of the abstract principle of narrow!y 
circumscribing judicial review of administrative action has, with most of the Justices, been 
reinforced by their generally sympathetic attitude toward the methods and policies of this 
particular administrative agency. 


These decisions of the Supreme Court remind one of what Frank- 
furter and Landis said some eighteen years ago regarding the review o! 
orders of the Commission by the federal courts :*! 


But the adjustment of these conflicts, although social and economic in their essentials, lies 
largely within the control of the judicial power. And so, the manner of its exercise will continue 
to be of paramount public importance. For the issues reach beyond the specialized grasp of the 
legal profession, beyond the experience and insight of a single court, however well equipped. 


29 Eastern Central Assn. v. United States, 321 U.S. 194. ; 

E. Merrick Dodd, “The Supreme Court and Organized Labor, 1941-1945,” Vol. LV III, 
Harv. L. Rev., p. 1018. 

‘| Frankfurter and Landis, The Business of the Supreme Court, p. 174. 
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Let us turn, therefore, from this brief review of the relationship be- 
tween the Commission and other departments of the government to the 
substantive problems before the Commission. 

What Chief Justice Hughes said sixteen years ago is even more true 
today 

I suppose no agency of government has more complicated problems than those which con- 
ront the Interstate Commerce Commission, and no intelligent student can fail to realize that 
the success of this endeavor in a sphere of highest importance is to a very great extent the 
measure of our capacity for self-government. 

The underlying problem confronting the Commission, in the language 
of the Congressional Declaration of National Transportation Policy, 
is the administration and enforcement of the Act with a view of carrying 
out that declaration. This is the duty and responsibility of the Commis- 
sion and not of the Department of Justice. The Department ought not 
to make this difficult task more difficult by seeking to impose upon the 
Commission its theories of carrier regulation and control. 

One of the most important problems which the Commission will 
probably be called upon to consider in the near future, in view of the 
decreasing volume of traffic and the increased costs confronting all 
agencies of transportation, is what changes in the rate structure may be 
necessary to support an adequate system of transportation. Motor 
carriers and water carriers are urging that their rates must be increased 
to meet increased costs and that rail rates which move competitive 
traffic must be increased. 

Settlements of railroad wage controversies in 1941 and 1943 resulted 
n increases in wages which on the basis of the present volume of em- 
ployment amount to $750,000,000 annually. The volume of traffic has 
enabled the railroads thus far to meet these increased costs without in- 
creasing freight rates over the 1940 level. The railroads are now con- 
fronted with demands for increased wages amounting to about $1,300,- 
00,000 annually. No other federal tribunal has such far-reaching re- 
sponsibilities as the Commission has when it is called upon to determine 
what increases should be made in our national rate structure to meet 
increased costs. 

The cases which the Commission will have before it in the future in- 
volving the rates of competing forms of transportation, as Commissioner 
Eastman said before this Association in 1939, present issues which are 
as dithcult as any that the Commission has ever had to determine. 
These cases will be more numerous in the future than in the past. The 
chief question with which the Commission is confronted in such cases 
's when and to what extent it should exercise its authority to prescribe 


min 


minimum reasonable rates. The fixing of a minimum rate can protect 


\ddress of Chief Justice Hughes at First Annual Meeting of Association of Interstate 
‘ommerce Commission Practitioners, Annual Reports of Association, Vol. I, p. 130. 
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one carrier from the competition of another, can divert traffic from one 
carrier to another, and can determine what traffic a carrier may handle. 
The exercise of the minimum rate power in a given case presents ques- 
tions of great importance and difficulty. No adequate study of this power 
has ever been made. 

The Commission in its Annual Report for 1945 said :* 

Competition between rail, motor-carrier, water and pipe-line transportation . . . will un- 
doubtedly increase in intensity. These various conditions emphasize the responsibility on us in 
seeing, so far as our own powers permit, that the public interest is promoted and advanced 
along forward-looking lines and in the light of the national transportation policy declared by 
Congress in 1940 

This policy is the very antithesis of the policy which the Department 
of Justice would impose upon the country. 

Then there are the problems, new and difficult, of differences in rates 
between territories. The Commission’s recent decision in the Class-Rate 
case** is the first of what may be many important cases dealing with 
these differences. It is a landmark in the Commission’s decisions. The 
Commission was here called upon to apply for the first time the amend- 
ments to Section 3 made by the Transportation Act of 1940 prohibiting 
discrimination between territories. Obviously there can be no uniform. 
ity in our class-rate structure if rates are to be based, as the Department 
of Justice contends they must be based, upon the unfettered and indis- 
criminate competition or the costs of individual railroads. 

Another question that will confront the Commission in many differ- 
ent shapes is what steps it should take to bring about a co-ordination o/ 
the several agencies of transportation. The exercise by the Commission 
of its many powers, particularly the minimum rate power, may play 
an important part in the eventual co-ordination of the various agencies 
of transportation. 

This country, after long deliberation, embarked almost six decades 
ago upon a policy of regulation of carrier rates. That policy was adopted 
after many years of trusting to competition to protect the public inter- 
est and the total failure of competition to do so. Indeed, this policy o/ 
competition as the protector of the public interest was more recently 
tried out in the motor carrier and water carrier industries, and again 
found wanting, as the decisions of the Interstate Commerce and the 
Maritime Commissions will show. Those who work within the four walls 
of the transportation industry know that there now exists all the com- 
petition that is compatible with the public interest. 

Although the Department considers the policy of regulation a failure, 
Congress obviously adheres to it. It has been confirmed and strengt- 
ened by the many amendments made to the Interstate Commerce Act 


* Annual Report of Interstate Commerce Commission for Year 1945, p. 7. 
 Class-Rate Investigation, 1939, decided May 15, 1945, 262 I.C.C. 447. 
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during six decades. It has been written into our national economy. A 
recent writer refers® to the “ecstatic affection” which the railroads now 
display for the Commission and the principles of regulation, particularly 
as contrasted with the attitude of the railroads half a century ago. The 
railroads make no apology for having accepted regulation as a part and 
parcel of their day’s work. The railroads have accommodated them- 
selves to regulation just as they have accommodated themselves many 
decades ago to the existence of labor unions. There are some other in- 
dustries that cannot say as much. 

Railroads and shippers must trust regulation—trust it more than they 
have in the past. There will be differences of opinion, of course, because 
of the great variety of interests and the conflicts among those interests 
as to what should be done in a particular case. But, in instances where 
the interested parties, through rate-bureau procedure, cannot resolve 
their difficulties, the tribunal established by Congress will hear and 
decide them. No agency of the Executive Department should be per- 
mitted to weaken or control the regulatory process. The only effective 
protection to the public interest—the only possibility of achieving the 
purposes of the National Transportation Policy—is through regulation 
accepted by all parties, shippers and carriers alike, fairly and impartially 
administered by an independent regulatory body. 


* Review by Prof. Thurman W. Van Metre of Justice in Transportation, by Arne C. Wiprud, 
Pol. Sci. Quarterly, Vol. LX, p. 608. 
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DISCUSSION 


W. H. S. Stevens: With some qualifications, there is relatively little in 
Dr. Dewey’s paper on railway credit with which I would disagree. One of 
such exceptions relates to the implications of the author’s extended side trip 
or joy ride into or over the fields of such complex and difficult problems as 
consolidation, co-ordination, integration, and abandonments. Essentially 
these are relatively long-term economic processes. Some phases of them 
have been going on for decades and most, if not all, of them involve impor- 
tant questions of public policy as yet unsettled. 

Assuming that these are topics appropriate to a discussion of rail credit, 
it may be agreed that any one of the author’s suggestions in these areas 
would probably affect rail credit. That the effect will be favorable rather 
than the reverse, however, is not so clear. The data available in support of 
either position are relatively scanty and economic theory and persuasive 
argument are no Satisfactory substitute for concrete evidence. 

Dr. Dewey is apparently in the way of becoming a convert to greater 
flexibility or elasticity in the capitalization of the railroads as a means of 
maintaining or improving their credit. At least he concludes that “pay- 
ments on bonds must be more nearly related to fluctuations in net earnings 
if rail financial risks are to be lessened.” But this approach is to skirt the 
problem rather than to attack it. The flexibility or elasticity of interest pay- 
ments, though perhaps the most important, is only one angle of the better 
adaptation of rail securities to the fluctuating forces of economic change. 
Such an approach ignores other rigidities of the capitalization either in the 
debt or equity issues which may likewise impair the ability of the corpora- 
tion, not merely to avoid receivership or trusteeship, but also to finance 
itself satisfactorily in both good and bad times. 

Speaking generally, though with qualifications indicated below, railway 
securities have not been very flexible. As a result, the financing of capital 
requirements has from time to time been either difficult or subsequently 
burdensome without, in some cases, any possibility of relief short of re- 
organization. In the brief time allotted me, I shall endeavor to summarize 
certain important inflexibilities with some passing reference to their impli- 
cations for railway financing and railway credits. 

1. With a qualification for reorganization issues, the overwhelming pro- 
portion of rail as well as other bonds have been fixed interest obligations 
with consequent possible difficulties in meeting interest charges during any 
considerable period of depressed earnings. As Professor Dewey suggests, the 
contingent interest obligation in the form of so-called ‘‘income bonds” repre- 
sents the chief attempt at a modification of this situation. Contingent in- 
terest provisions in the form of participating contracts have not, with one 
exception, been used in rail issues though the participating principle has 
been used in a number of obligations issued by nonrail enterprises.’ But the 
only type of participation somewhat cautiously mentioned by the speaker 
is a participating income obligation. The participating principle scarcely 


1 Graham and Dodd, Security Analysis (1934), pp. 621-622. 
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deserves to be so narrowed. Participating characteristics may be combined 
with fixed interest features in the same obligation in varying combinations 
or the total interest may be partly income, partly fixed, and partly par- 
ticipating.? 

In justification of this limitation of the principal speaker’s discussion, it 
may be pointed out that theoretically, at least, the participating income 
obligation is perhaps the best form of contract from the standpoint of ad- 
‘usting the debt and interest structure to ability to pay. There are no fixed 
interest claims to create financial difficulties because income interest is 
substituted for the fixed interest. Nor need any cumulative feature be an- 
nexed to the income bond with possibly injurious effects on the value of 
junior securities if accumulations occur. Past deficiencies in interest would 
be compensated or satisfied out of the participations of subsequent years 
either fully or to whatever extent the earning capacity of the corporation 
may warrant.® 

2. A high proportion of railroad bond issues has been noncallable or call- 
ble only for the sinking fund. Out of the 754 rail bond issues of 5 million 

lars and over from before 1900 through 1938 for which the information is 
available 39.52 per cent were specifically noncallable as compared with 3.22 
per cent for 744 comparable issues of industrials.‘ 

The bearing of this situation on the refunding of rail debt can be better 
ppreciated if it is realized that over 43 per cent of 16.8 billion dollars of rail 
lebt with fixed constant rates of interest (exclusive of equipments) offered 
from 1900 through 1938 carried rates of from 5 to over 8 per cent. 

3. Rail preferred stock issues have likewise been predominantly noncall- 
able or nonredeemable. Unpublished tabulations made by the present 
speaker of the 1,094 preferred stock issues recorded in New York Stock 
Exchange listing applications for the fifty-year period 1885-1934 indicate 
that only about one-third of the rail preferred issues are specifically callable 

r redeemable as compared with about three-fourths of the industrial pre- 
ierreds.© For reasons connected partly with the noncumulative and par- 
ipating features of rail preferreds as well as their frequently low initial 
vidend rates, this lack of flexibility is not as serious as it might otherwise 


t. Convertible bonds have been advocated as a cheap and easy method of 
ting the expansion of debt and interest charges always, of course, as- 
suming that the company is sufficiently prosperous, at least from time to 
time, to induce substantial conversion. Out of 18.7 billion dollars of par 
value of rail bonds representing issues of 5 millions and over offered from 


* In my initial analysis of this subject, “Participating Debt Versus Other Securities in Capi- 
Structure Readjustments” (28 Georgetown Law Journal 1021, at p. 1024 ff.) four different 
itions of the participating principle to obligations were discussed. 
lhid., p. 1038; also W. H. S. Stevens, Railway Financing, 1890-1940, Transportation and 
nal Policy, National Resources Planning Board, p. 195. 
rporate Bond Statistics, W.P.A. Corporate Bond Project, Vol. II, Table 27. 
lhid., Vol. I, Table 4. If the rail bonds covered by the Bond Project which were offered 
to 1900 are included, the percentage with rates of 5% and up is somewhat higher. 
hese tabulations were made under a grant-in-aid from the Social Science Research Coun- 
Some of the published studies resulting from this grant are referred to in notes 12 and 13. 
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before 1900 through 1938 less than 2.3 billions or 12.3 per cent were 
specifically convertible as compared with 19.2 per cent or 12.5 billions 
of offerings of industrial issues for the same period.’ 

5. Similarly the proportion of rail preferreds which are convertible appear 
in terms of issues to have been only about one-half the proportion of indus. 
trial preferreds. Again this speaker’s unpublished tabulations of preferred 
issues recorded in New York Stock Exchange listing applications show that 
less than 11 per cent of the 147 rail issues were convertible as compared 
with over 21 per cent of the 824 industrials.* The relatively greater inflexi- 
bility of rail stock in this respect, however, is subject to the qualifications 
previously noted in connection with noncallable preferred issues. 

6. Until the early thirties no par value rail preferred stocks were prac- 
tically nonexistent and no par value rail commons constituted a relatively 
insignificant proportion of the total common stock capitalization.® The 
following statement from an application filed by the Southern Railway with 
the Interstate Commerce Commission some years ago is in point: 

In order to finance its future requirements, applicant hopes when market conditions improve 
to sell common stock or convertible bonds, looking to ultimate reduction in fixed interest bear- 
ing debt. It is believed that common stock without par value is a more flexible medium for 


such financing than stock having a fixed par value, and that the conversion of the present com- 
mon stock into a like number of shares without par value will facilitate such future financing." 


In certain respects, however, the stock capitalization structure of the 
railways has been somewhat more elastic than that of the industrials. His- 
torically, a very high proportion of railway preferred stock financing has 
been done through noncumulative stock." To the extent that this is true 
there has never been any burden of accumulated dividends to contend with 
in connection with junior stock financing. 

Also from 1885 to 1934 the railways appear to have made much greater 
use of participating preferred stocks in terms of the number of issues than 
have the industrials.” 


7 Corporate Bond Statistics, op. cit., Vol. II, Table 31. 

® See note 6 and accompanying text. 

* On Dec. 31, 1929, the total outstanding rail common stock was approximately $7.97 billion, 
of which about $329.5 million, or 4.13% was represented by 3.36 million shares of no par stock. 
The preferred stock capitalization of $2 billion-odd did not show any no par stock. There were, 
however, in addition, some no par common shares for which no consideration was received. 
(Statement 17, Statistics of Railways in the United States, p. xxxvii.) 

‘© Application of Southern Ry. Co. for authority to issue and dispose of no par common 
stock, I.C.C. Finance Docket No. 11893, p. 4. : 

Tn the absence of other data, some idea of the situation is obtainable from the figures o! 
dividend paying preferred stock. Prior to 1942 the largest amounts of dividend paying pre- 
ferred stock, both cumulative and noncumulative, were recorded in 1930. In that year the 
$971 million of dividend paying noncumulatives represented not quite two-thirds of the tetal 
dividend paying preferreds though the number of cumulative issues involved was slightly 
higher than the noncumulatives. (W. H. S. Stevens and E. S. Hobbs, Analysis of Steam Rav- 
way Dividends, 1890-1941, Bureau of Transport Economics and Statistics, I.C.C., p. 79 and 
Appendix Table J, p. 98.) , 

From 1885 to 1934 the New York Stock Exchange listing applications indicate that in 
excess of 20% of the railway preferred issues were entitled to some participation in profits 0 
excess of their fixed initial dividends as compared with less than 10% of the industrials. 
' 1536) S. Stevens, “Stockholders Participations in Profits,” Table II, 9 Journal of Business 21! 
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Finally, so far as I have been able to ascertain, the railways pioneered the 
earned cumulative preferred stock.” This type of issue is perhaps the best 
form of preferred stock contract yet developed from the standpoint not 
only of adapting preferred dividend requirements to a fluctuating net in- 
come but also of safeguarding the interests of the preferred stockholders as 
fully as is warranted by the earning power of the company. 

Insofar as it is agreed that greater flexibility of the securities in the capital 
structure will improve railway credit, the progress made in the last fifteen 
years or So or in immediate prospect is rather extraordinary even though 
much of it is attributable to rail reorganizations. However, from the rail 
credit point of view the elimination or reduction of inflexibility is more im- 
portant than the manner of its accomplishment. It may be agreed that to 
bring a road out of bankruptcy with a sound capital structure does not as- 
sure the future soundness of that structure.’ But the removal of inelastici- 
ties in the securities of a reorganized company may at least be regarded as 
a step in the right direction. 

Under the twenty reorganization plans involving twenty-one roads as of 
the date of October 31, 1940, practically all of the new second mortgage 
debt, as well as one small first mortgage issue, was represented by income 
bonds. Another and large first mortgage issue carried a combination of fixed 
and contingent (income) interest payments. Practically all of the first 
mortgage debt is made callable and over 80 per cent of the second mortgage 
income debt is convertible. Although a bare majority of the nineteen re- 
organization issues of preferred as of October 30, 1940, were of the earned 
cumulative variety, these ten issues accounted for over 73 per cent of the 
approximately 7.4 million new preferred shares. Finally, about 35 per cent 
of these new preferred shares were entitled to some additional participation 
in excess of fixed initial dividends.“ 

Nor is this all. Since 1929 there has been a radical shift in stock capitaliza- 
tion away from par and into no par issues, which is only partially the result 
of the reorganization plans. As of December 31, 1944, the total consideration 
for no par shares aggregated $2,133,042,077 or 22.15 per cent of the stock 
capitalization of all railroads as compared with $329,513,548 or 3.29 per cent 
of the total stock capitalization in 1929."* 

The first year for which the official figures show a separation between 
fixed and contingent interest is 1935. In that year the fixed interest charges 
on the funded debt of Class I roads were 464 million dollars in round num- 
bers and the contingent interest charges about 12 millions. By the end of 
1944 the annual fixed interest charges of these roads had decreased by nearly 

" For detailed discussion and analysis of this type of security, see W. H. S. Stevens,“Rights 
ot Non-Cumulative Preferred Stockholders,” 34 Columbia Law Review 1439 (1934) and “Dis- 
retion of Directors in the Distribution of Non-Cumulative Preferred Dividends,” 24 George- 
‘own Law Journal 371 (1936) and cases cited. 

‘Cf, Commissioner Eastman, 233 I.C.C. 409, 437. 

“W.H. S. Stevens, “Railroad Reorganizations under the Bankruptcy Act,” 15 Journal of 
Business (1942) 207-8, 368-9, 373-4. 
* For source of 1929 figures, see Statement 16A, Statistics of Railways in the United States, 


129, and footnotes. The 1944 figures are from I.C.C. Statistics of Railways in the United States, 
144, public but not printed. 
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15 per cent and contingent interest charges had increased by over 115 pe 
cent. Between the end of 1944 and the end of 1945 proposed refunding 
operations of various roads will, if approved, produce a reduction of nearly 
16 million dollars more in interest charges. Also at the end of 1944 there wer 
25 Class I roads for which reorganization plans were not yet effective, in. 
cluding several large properties. The total debt of these twenty-five roads, 
both unmatured and in default, aggregated over 2.4 billion dollars.’? There 
will be very substantial further reductions in fixed interest and increases 
in contingent interest charges when these properties have been turned back 
to their new owners. 


Harotp D. Koontz: In his interesting paper, Dr. Dewey expresses ep- 
thusiasm for the present financial condition of the railroads, encouragement 
with respect to their immediate postwar financial health, and discourage. 
ment as to the probable long-range outlook. His paper illustrates how the 
problem of maintenance of railroad credit is in reality “the transportation 
problem.” As such, I can find little to criticize in Dr. Dewey’s basic analysis 
and his major conclusions. There are, of course, a number of minor points 
with which I disagree. For example, I doubt that deferred maintenance has 
“accumulated at an accelerated rate”’ on road facilities, although it doubt- 
less has on equipment. He also overlooks increased productivity per man. 
hour due to better labor, the forty-hour week, and other improvements. | 
doubt further that the transportation business is so static that substitution 
of capital for labor will soon be limited, as Dr. Dewey states, by a rise in 
average unit costs. 

The tremendous wartime traffic has served to emphasize the prewar exis- 
tence of a surplus of transportation capacity, and the lower average unit 
cost which accompanies operations at high load factors and utilization of 
equipment. The striking economy of utilizing transportation capacity has 
been nowhere more evident than in the airline business. Wartime load 
factors of 90-95 per cent, contrasted with peacetime load factors of 50-6 
per cent, turned operating losses of many airlines into profits and made 
expedient—in part because of the excess profit tax statute—material rate 
reductions. These rate reductions, as well as the rapid development of air- 
craft design, have made prewar airline equipment and methods of doing 
business economically obsolete. With the return of peacetime load factors, 
no domestic airline would be able to cover its total operating expenses with- 
out subsidy with prewar equipment and operating methods. 

Load factor is likewise extremely important to the railroads. Empty car 
mileage, underloaded cars, and poor utilization of equipment accounted for 
prewar railroad freight load factors, for the equipment operated, probably 
no higher than 30 per cent. Passenger load factors were even lower. Whit 
wartime load factors in railroad service could not practically reach those 
experienced by the airlines, they certainly were double or more peacetime 
experience, and profits mounted as a result. Although railroad rates wet 

17 Steam Railways in the Hands of Receivers and Trustees, etc., Dec. 31, 1944, Statement 4524 
1.C.C., Bureau of Transport Economics and Statistics. 
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not reduced during the war as were airline rates, it is doubtful that the rail- 
roads, any more than the airlines, can operate profitably at peacetime load 
factors unless some means is found to increase efficiency or to improve on the 
prewar utilization of capacity. 

The depression after 1929 and the wartime rail traffic load also emphasize 
the fact that the railroad business, or for that matter, the airline, truck, or 
water carrier business, is economically no different from other industrial 
undertakings. There has been a tendency to apply the public utility concept, 
with its connotation of stability and monopoly, to the railroad business. 
here is, of course, no convincing reason to expect that the railroad business 
is or should be materially less subject to business fluctuations than most of 
our basic manufacturing or extractive industries. So long as railroads and 
the other types of nonlocal common carriers are competitive and are subject 
to the variations of business, we can expect marked variations in traffic and 
load factor and in their ability to carry earnings down into net. 

To be sure, the railroad business, by virtue of the variety of the things 
carried, has a certain element of diversification in its economic character. 
But this does not mean that the railroads can carry a capitalization made 
up of 55 per cent in debt without considerable long-term risks. The airlines 
have, I believe, taken a lesson from the financing practices which accom- 
panied expansion of the railroads. Assisted by a sound depreciation policy, 
sinking fund provisions for the retirement of debt, and liberal equity financ- 
ing, the airlines should be able to expand their assets without mortgaging 
a dangerously high portion of their future earnings. It would be well if these 
policies were more widely adopted by the railroads. 

As Dr. Dewey intimates, even though the national economy stabilizes 
for the next few years at 120 billion “‘1945-dollars,” and even though the 
railroads get their proportionate share of the traffic so generated, net income 
will tend to shrink due to the rising costs and the difficulty of setting and 
collecting substantially higher freight or passenger rates than those now in 
eliect. Dr. Dewey’s conclusions seem to be sound, although I should not be 
concerned, as he is, that national income will be maintained at the 120 
billion dollar level for the next four to five years and more concerned that 
the railroads will be able to hold the proportionate share of total traffic they 
had in 1939. While motor carriers may not be a serious threat for perhaps 
two years and while the railroad passenger business may hold a level slightly 
above 1939, it is reasonable to expect that the railroad share of total non- 
local common carrier traffic, at least as measured in revenues, will fall as 
water, highway, and air carriers expand their business. 

Consequently, while future railroad revenues will doubtless be well above 
those in 1939, they may not compensate for rising costs caused both by 
increases in the price of labor and materials and by the lower peacetime 
utilization of capacity. The railroads in general, and of course the stronger 
rallroad systems, should be able to cover their fixed charges for the im- 
mediate postwar period. But, except for the strongest carriers, any serious 
decline in the postwar reconstruction level of business activity will surely 
ind the railroads unable to support their heavy debt structures. 
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Dr. Dewey recognizes the pessimistic long-range outlook for railroad 
credit and searches for answers. He suggests reduction of fixed charges 
through lowering debt and cutting down fixed rates of interest. He asks that 
consideration be given to elimination of wastes and inefficiencies, particu. 
larly those to be eliminated through unification, co-ordination, substitution 
of services, and abandonment. He asks that “‘feather-bedding” be curbed, 
He suggests that rate regulation reflect real comparative advantage and 
that uneconomic government promotion of competing carriers be aban- 
doned. These suggestions are generally sound and constructive. But, in the 
light of recent history, their mere recital gives rise to a feeling of hopeless. 
ness when applied to a given railroad company or system. 

Nevertheless, within Dr. Dewey’s broad framework of constructive sug. 
gestions, there are steps which can be taken. Some railroad debt could be 
retired and replaced with equity securities; and much of the new money 
needed for the modernization of the railroad plant could be obtained by 
equity financing, if railroad managements would take advantage of the 
present market and would be willing to depart from their customary think- 
ing of debt as the only means for railroad financing. To be sure, railroad 
shares, as measured by the Dow-Jones average, are far below the average 
of industrial stocks. But this does not mean that common and preferred 
stock financing cannot be done, particularly if obsolete concepts of par 
value and fair prices of securities are reconsidered. Many railroads missed 
this opportunity in the twenties and most appear to be missing it now. 
Despite the long-run outlook for railroad credit and the avowed difficulties 
of selling equity securities, the present market affords a possibility which is 
certainly worth considering. 

Debt reduction should also be approached more aggressively through 
establishment of adequate depreciation reserve accounting, particularly on 
road and structures. It is interesting in this connection that the Interstate 
Commerce Commission has tried for twenty years to change railroad ac- 
counting practices to require more adequate depreciation on way and struc- 
tures and, had railroad managements accepted the Commission’s recom- 
mendations, millions of dollars paid in taxes during the last five years 
could have been reserved for bolstering railroad finances. 

Wastes and inefficiencies can be reduced. But it seems hopeless, without 
the compelling force of depression or of the government, to look for savings 
from unification or co-ordination between carriers, which tedious negotia- 
tions and lack of interest on the part of jealous managements make difficult 
of realization. Instead, the railroads, as indeed the airlines, must look for 
increased efficiency through rationalization of their own plant and their 
methods of doing and getting business. 

The war period was, of course, the ideal time for making many improve 
ments in efficiency, since labor shortages removed the principal source 0! 
opposition to improved equipment, methods, and procedures. But most 
railroad organizations were not prepared adequately to undertake this kind 
of industrial engineering. Materials priorities thwarted the purchase of cer- 
tain efficient equipment, although the priorities system did not deal too 
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harshly with the railroads as the large expenditures for road improvements 
and equipment maintenance attest. 

Time still remains for improvements in efficiency—even beyond those 
now planned—if individual managements will aggressively attack the prob- 
lem. A real planning and industrial engineering job could greatly improve 
the financial outlook for the railroads, particularly if extended beyond the 
introduction of laborsaving devices and efficient operating equipment to 
such matters as improved loading of cars, elimination of unnecessary car 
handling, withdrawal from unprofitable branch services, improvement of 
personnel methods, and revision of sales and service concepts of doing busi- 
ness. 

Perhaps it is time to look beyond traditional cure-alls such as higher rates, 
less government interference and promotion, financial reorganization, and 
fruitless pleas for co-ordination. Perhaps the inevitability of a competitive 
transportation industry should be recognized and management should look 
toward better utilization of an efficiently organized and equipped trans- 
portation plant to furnish the income for support of railroad credit. 


Epwin H. Burcess: Recent events in American transportation empha- 
size the extent to which nationalism is supplanting provincialism in dealing 
with its problems. Having grown to maturity in groups along with the more 
or less separately identified social and economic development of the eastern, 
the southern, and the western regions of the country, the railroads in these 
three regions nevertheless have been subject, particularly since 1940, to the 
expressed policy! of Congress that they become and remain, in the service 
they render, a part of a great co-ordinated national transportation system. 

The latest step in this growing nationalization of the country’s railroads is 
the Interstate Commerce Commission’s recent class-rate decision,? in which 
that tribunal has undertaken, for the whole country, what Professor Locklin 
aptly calls a “Reorganization of the Railroad Rate Structure.” If this de- 
cision survives the pending suit to enjoin its enforcement and becomes ef- 
fective, uniform classification ratings will be mandatory throughout the 
nation and a uniform scale of class rates will be required in all the territory 
east of the Rocky Mountains. 

Professor Locklin has well and usefully epitomized the complex content of 
the volume of 319 pages which constitutes this landmark decision. Those not 
associated with the long trial of the case or otherwise familiar with the 
ponderous record of testimony, exhibits, briefs, and oral arguments before 
the Commission can nevertheless gain from Professor Locklin’s instructive 
paper a reliable understanding of the substance of the complicated issues 
involved, the reasons for the decision, and, in addition, derive the benefit 
of the author’s valuable and recognized opinion as to the decision’s sound- 


ness. 
\ decision of the broad territorial and economic scope of this one cannot 


easily be appraised in disregard of personal views of what is or is not socially, 


' Transportation Act of 1940, 54 Stat. L. 899. 
" (iass-Rate Investigation, 1939, Consolidated Freight Classification, 262 I.C.C. 447. 
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politically, or economically desirable. It is difficult to judge the validity of 
the decision solely from the standpoint of the Commission’s limited juris. 
diction, which excludes legislating or planning for the social and economic 
welfare of the country and is carefully confined to the regulation of rates jy 
accordance with the statute’s specified standards. 

The legal basis upon which the Commission rests the decision, although 
referred to by Professor Locklin, might profitably, I think, be further ampji- 
fied. It stems from the 1940 amendment of the Act to Regulate Commerce. 
which, for the first time, specifically prohibited unjust discrimination and 
undue prejuduce between, among other entities, “regions, districts, or ter. 
ritories,”? and also from the concept that the class-rate structures in the 
East, the West, and the South are a single entity composed of interrelated 
but widely variant rates. From these premises there was derived the con- 
trolling principle that all differences in the class rates of the three territories 
resulting from the different ways in which the general rate burden therein 
is distributed between classes and commodities and from other causes, 
which are not justifiable under recognized standards of rate making, are 
unlawful and should be corrected.5 

With this principle established, the legality of the territorial class-rate 
differences turned on whether the rate-making standards of cost of service, 
competition, and composition of traffic justified the differences. The Con- 
mission upon review of the voluminous evidence on these points held they 
did not, thereby leaving the existing differences unreasonable and unjustly 
discriminatory under the principle stated.® 

The importance of this decision can easily be misjudged. While it is true 
that the Commission has undertaken specifically to reorganize only that 
part of the railroad rate structure which consists of class rates, as distin- 
guished from the vastly more extensive and important part consisting of 
exception rates and commodity rates,’ and while it is also true that the 
evidence before the Commission showed that only slightly more than 4 per 
cent of the total carload traffic of the country moves under class rates,’ it 
is not safe to assume that the relative importance of the decision is measur- 
able by so low a percentage figure. Instead, its scope and importance may 
not be reliably appraised until there are taken into account its effects which 
are indirect or collateral. Professor Locklin correctly states that the impor- 
tance of the decision should not be minimized, but in the end, I fear, he does 
not accord it its full importance. 

Rates governed by exceptions to the classification and column rates, it 
true, were not directly in issue in the case, but the Commission nevertheless 
was well aware,® as is every informed railroad and industrial traffic officer, 
that a substantial change in the class rates cannot be made in a vacuum and 
without affecting those broader fields or segments of the freight rate struc- 

* [bid., p. 688. 

‘ Ibid., p. 692. 

 Ibid., p. 692. 

* Ibid., pp. 504, 694, 696. 

Ibid., pp. 454, 562. 

[bid., pp. 564, 695. 

Ibid., p. 570. 
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ture now covered by exception rates, column rates, and to some extent com- 
modity rates. And, when the extent of the fields of these rates is remem- 
bered, it becomes apparent how potentially far-reaching the indirect and 
collateral effects of the decision may be. 

The importance of the decision is further emphasized when it is borne in 
mind that the movement of carload traffic under existing class rates, as the 
Commission points out, has been reduced to as little as 4.1 per cent of the 
total because of the unsuitability of the present class rates to the needs of 
commerce, with the resulting necessity for an ever increasing use in recent 
vears of exception ratings.’ The new uniform classification which the Com- 
mission has found to be necessary under the requirements of the Act and 
which it has called upon the carriers to formulate, is definitely intended to 
move a vastly wider field of commodities than ever heretofore moved under 


‘the ratings of the Consolidated Classification. Its emphasized aim is to pro- 


vide ratings that will actually move a substantial volume of traffic, and to 
that end it contemplates thirty classes more responsive than ever before to 
the needs of commerce and the incorporation, to the fullest extent possible, 
of the existing exception ratings and the heavy traffic those ratings now 
move." Inclusion of the exception traffic alone would more than double the 


© movement under the new classification, for, in number of carloads, it is over 


two and a half times the volume of the present class-rate traffic.” 
rhe attainment of these objectives of the decision must necessarily mean 


that the portion of the traffic of the nation’s railroads which would hereafter 


be subject to the new class rates would be far in excess of the dwindling 4 
per cent to which class rates now apply. The decision therefore is not only a 
precedent setting one from the standpoint of the uniformity it imposes, 
but is of outstanding consequence because of the very substantial segment 
of railroad traffic and revenue it will directly and indirectly affect. 


RoBeERT W. HARBESON: Professor Locklin has presented a very able and 
comprehensive analysis of the class-rate decision and its probable conse- 
quences. In view of pending litigation in this proceeding it is not possible 
for me to present the comments which I had prepared dealing with some im- 
portant questions of theory and policy presented by the decision, but a few 
observations on matters not touched upon by Professor Locklin may be in 
order. 

(he class-rate decision may be better understood, perhaps, in the light 
of a brief review of certain developments preceding and following the initia- 
tion of proceedings in this case. As recently as the Southern Class-Rate In- 
vestigation of 1925, which resulted in a comprehensive revision of the class- 
fate structure within Southern Territory, there was comparatively little 
complaint about interterritorial rates. Nine years later, however, in 1934, 
the late Commissioner Eastman in his first report as Federal Co-ordinator 
ot Transportation commented as follows: 


Ibid., p. 695. 
 Thid., pp. 508, 698. 
Ibid., pp. 564, 695. 
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An objectionable phase of the railroad situation for many years has been the maintenance of 
regional differences and distinctions, which are very imperfectly related to differences in costs 
and of territorial boundary lines (“Chinese walls”) where rate systems and practices change 
It has tended to provincialize the railroads and discourage national unity of action. It has been 
a prolific source of complaints to the Commission. Regional competition in rates and servic, 
has been as keen as the direct competition of parallel lines, and has had equally undesirable ang 
uneven results.! 


The foregoing line of thought was elaborated in three published studic 
issued in 1937, 1939, and 1943, respectively, by the research department of 
the Tennessee Valley Authority in connection with its program for promot. 
ing the economic development of the area in which it operates. 

There also appeared in 1943 an exhaustive study of interterritorial freight 
rates made under the direction of Professor Locklin for the former Board 
of Investigation and Research created by the Transportation Act of 1940, 
The report of the research staff in this study concluded that regional differ. 
ences in freight rates were greater than could be justified by transportation 
costs and conditions, but that the available data did not permit a quantita- 
tive determination of the extent to which this was so. The research staf 
was of the opinion that a uniform classification should be established, with 
provision for exceptions where differences were clearly justified, and that 
the levels of class rates should be made as nearly uniform throughout the 
United States as was consistent with differences in transportation costs and 
the revenue needs of the carriers. It was also of the opinion that a Con- 
gressional declaration of policy along these lines would be appropriate, but 
that the extent to which uniformity was justified and the methods by which 
it should be attained were matters which should be determined by the In- 
terstate Commerce Commission. 

A majority of the members of the Board of Investigation and Research 
took a more unqualified position than did the research staff in favor of a 
uniform class-rate scale. The majority of the Board recommended that 
Congress direct the Commission to prescribe within three years a uniform 
classification and uniform scale of class rates throughout the United States, 
“with only such exceptions as in particular instances may be shown to be 
necessary to correct inequitable conditions, or provide adequate transports- 
tion service in particular areas, or adequate revenues for particular rail- 
roads.’” 

Meanwhile the Interstate Commerce Commission in various proceedings, 
notably the so-called “Southern Governors’ Case” of 1939,? reduced rates 
on a number of commodities moving from_Southern’ to Official Territory 
to the level prevailing in the latter territory. Furthermore, a number of 
bills were introduced in Congress in 1939 designed to bring about readjust- 
ments in territorial and interterritorial rates.‘ None of these bills became 
law, but two provisions of the Transportation Act of 1940 facilitated the 


1 First Annual Report of Federal Co-ordinator of Transportation, Senate Doc. No. 119, 73rd 
Cong., 2nd sess., 1934, p. 29. 

* Board of Investigation and Research, Report on Interterritorial Freight Rates, House Doc. 
303, 78th Cong., 1st sess., p. 337. 

* Class-Rate Investigation, 1939, 262 1.C.C. 447 (1939), at p. 504. 

Tbid., p. 688. 
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reorganization of the rate structure. One provision amended Section 3 of 
the Interstate Commerce Act to extend the prohibition against undue pref- 
erence and prejudice to include regions, districts, and territories. The other 
provision, Section 5 (b) of the Transportation Act of 1940, directed the 
Commission to investigate the rates on manufactured products, agricultural 
-ommodities, and raw materials within and between the claSsification terri- 
tories to determine whether such rates were unreasonable or otherwise un- 
lawful, and to enter such orders as were appropriate to remove any unlaw- 
fulness found to exist. The investigation leading to the class-rate decision 
is considered as being a proceeding under this special legislation. 

The foregoing comments suggest the growth and development of the view 
that a more or less comprehensive reorganization of the railway rate struc- 
ture would be desirable. It is argued that there are various anomalies and 
inequities in the rate structure resulting from its piecemeal, unco-ordinated 
and, for a long time, unregulated development, and from the strong but very 
uneven operation of the forces of carrier and market competition. 

Several alternative methods of reorganizing the territorial and interter- 
ritorial rate structures have been suggested. One method is that of piece- 
meal adjustment in individual complaints. This approach has been criticized 
on the ground that individual proceedings are ordinarily limited in scope 
and therefore tend to lose sight of fundamental issues and broad objectives 
in the control of the rate structure, and also that it handicaps small shippers 
who lack bargaining power in negotiations with carriers and who at the same 
time find it difficult to finance complaints to protect their interests. 

Another suggestion is the so-called “destination-level” theory of rate 
making, according to which interterritorial rates would be established on a 
basis which would not exceed, distance considered, the level of rates in 
efiect in the destination territory. This method of rate making is regarded 
as justifiable in individual instances on the basis of value-of-service consid- 
erations. It is criticized, however, on the ground that, if generally applied, 
it would operate as a bounty on shipments from high-rate to low-rate terri- 
tories and as a sort of protective tariff against shipments from low-rate to 
high-rate territories. 

The method of reorganizing the rate structure adopted in the recent class- 
rate and classification decision, namely, a uniform classification throughout 
the United States and a uniform class-rate scale for the area east of the 
Rocky Mountains, avoids, it is claimed, some of the objections to the alter- 
native suggestions to which reference has just been made. It is stated to be 
a logical and necessary development from the regional rate structure in- 
vestigations which have done much to rationalize the intraterritorial rate 
structures during the last twenty years, but which did not bring about uni- 
lormity as between territories. Interterritorial shippers using class rates 
have claimed that they were adversely affected by the disparities between 
intraterritorial and interterritorial class rates, especially when shipping into 
Official Territory where these disparities were greatest. These difficulties 
were intensified by the existence of three separate freight commodity classi- 


ications. As was stated in the Class-Rate case, so long as through rates 
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between points in different territories were made by combining rate factory 
to and from the territorial gateways, the existence of separate classifications 
occasioned relatively little difficulty. “But the advent of interterritori,) 
class rates, governed by a single classification, created complicated tarig 
problems, numerous instances of undue prejudice and preference, departure: 
from the long-and-short-haul and aggregate-of-intermediates provisions of 
Section 4 of the Act, and rates different in opposite directions between the 
same points.’’® It may be argued, therefore, that a uniform class-rate scale 
and uniform classification, in addition to having other advantages, ma. 
terially simplify both rate making and the problem of rate regulation under 
the Interstate Commerce Act. 

A final point with regard to the class-rate decision may be noted. Ty 
quote the Commission, ‘“‘Cost of service has been explored and analyzed 


familiat 
he adn 
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sanctiol 
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more comprehensively and thoroughly than in any other similar investiga. Misa sur: 
tion.” More particularly, the extensive cost exhibits in the case permitted {MM petitive 
the calculation of costs separately for each type of equipment, for each {MM intersta 
weight of load, and for each length of haul. Another refinement is that costs More 
were computed not only for the Eastern District, Southern Region, andj riers ar 
Western District but also for their important subdivisions, both separately MM both th 
and in various combinations with the larger rate territories of which these MM mtes w 
subdivisions are a part. Still another feature is that both out-of-pocket and MM der the 
fully distributed costs were developed, the former coinciding roughly with ¥ of an o1 
the economist’s concept of long-run average variable unit cost and the latter MM ners. Ir 
being the sum of such out-of-pocket costs and a pro rata distribution of the HM count t 
constant costs per unit of traffic. Furtl 
In conclusion, although the class-rate decision affects a relatively minor # state C 
percentage of the total volume of rail traffic, two aspects of the decision— @ Depart: 
its broad approach to the problem of rate regulation and its extensive HH : 4 
utilization of cost data—may be significant. subject te 
authority 

Inston R. Barnes: In discussing Mr. Smith’s paper, I shall confine my MB wsion.’ 
remarks to the public interest issues relating to the rate-making procedures MM through c 
of interstate carriers. The fundamental issue grows out of the strategic es wae 


position of transportation. Public policy considerations in rate making must nati 


combin 


be paramount, for transportation rates trace the blueprint of the national MM ®t it ha 
economy, determining what producers can produce, what markets can be Pid an 
served, where capital shall be invested, and where jobs may be found. Rate HMM pages 458 
making, whether private or public, is an exercise of sovereignty that reaches ie = 
beyond the transportation industry. Does the public interest require that MM rates 
the antitrust laws continue to apply to rate making in transportation? bya singl 

Clearly the antitrust laws do apply to the railroads and other interstate @m ate 
carriers even though they are regulated by the Interstate Commerce Com: ty initiate 
mission. Within the year, the majority of the Supreme Court in Georgia v. iy Pant r i 
Pennsylvania Railroad Company held that carriers are subject to the anti-H. ® 
trust laws and that the rate-making activities of rate bureaus and carrier be a 

® Class-RateI nvestigation, 1939, 262 1.C.C. 447 (1939) at p. 504. ot nh 

6 Ibid., p. 688. ot Americ: 
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associations may be violations of those laws, the provisions of the Interstate 
Commerce Act notwithstanding.! 

The objectives of the Justice Department should be apparent to anyone 
fymiliar with antitrust history. The Department does not seek “‘to control 
the administrative discretion of the Commission” or to usurp its rate regu- 
latory functions. Nor have the Department’s actions been calculated to 
induce ‘indiscriminate rate cutting among the carriers, all leading to gen- 
eral reductions in rates.” The Department seeks simply to permit that 
competition sought by Congress and to “eliminate from rate making the 
collusive practices which the antitrust laws condemn and which are not 
sanctioned by the Interstate Commerce Act.” It also seeks the elimination 
of those restrictive and coercive industry controls which have prevented 
carriers from improving service. In short, the objective of antitrust policy 
isa surgical operation that will restore the transportation industry to com- 
petitive health, not the adoption of a continuing therapy or regulation of 
interstate Carriers.” 

Moreover, no antitrust action suggests that in establishing rates the car- 
riers are to follow standards different from those prescribed by the Act for 
both the carriers and the Commission. The carriers are expected to initiate 
rates which are reasonable, nondiscriminatory, and compensatory, but un- 
der the Act they are expected to do so as individual carriers, not as members 
of an organization which controls the determinations of the individual car- 
riers. In initiating rates, the individual carrier will, of course, take into ac- 
count the impact of those rates on other carriers and on the entire economy. 

Furthermore, no conflict exists between the antitrust laws and the Inter- 
state Commerce Act. The Commission can regulate effectively only if the 
Department of Justice does its task of assuring a transportation industry 

'324 U.S. 439, Mar. 26, 1945. At pages 456-457, the majority stated: “These carriers are 
subject to the antitrust laws .... But Congress has not given the Commission comparable 
authority to remove rate-fixing combinations from the prohibitions contained in the anti- 
trust laws. It has not placed these combinations under the control and supervision of the Com- 
mission. Nor has it empowered the Commission to proceed against such combinations and 
through cease and desist orders or otherwise to put an end to their activities. Regulated indus- 
are not per se exempt from the Sherman Act... . None of the powers acquired by the 
nmission since the enactment of the Sherman Act relates to the regulation of rate-fixing 
combinations. Twice Congress has been tendered proposals to legalize rate-fixing combinations. 
But it has not adopted them. In view of this history we can only conclude that they have no 
immunity from the antitrust laws.” 

And again in discussing the determination of joint through rates, the majority stated, at 
pages 458-459: “Tt is sufficient here to note that we find no warrant in the Interstate Commerce 
Act and the Sherman Act for saying that the authority to fix joint through rates clothes with 
kgality a conspiracy to discriminate against a state or a region, to use coercion in the fixing 
rates, or to put in the hands of a combination of carriers a veto power over rates proposed 
bya single carrier. The type of regulation which Congress chose did not eliminate the emphasis 
n competition and individual freedom of action in rate-making .... The Act was designed 
0 preserve private initiative in rate-making as indicated by the duty of each common carrier 
0 initiate its own rates .... If a combination of the character described in this bill of com- 
paint is immune from suit that freedom of action disappears. The coercive and collusive influ- 
‘ces of group action take its place. A monopoly power is created under the aegis of private 
parties without Congressional sanction and without governmental supervision or control.” 

‘Not all of the monopolistic influences that are alleged by the Department of Justice op- 
trate through the rate bureau machinery as such. Some of the restrictive practices are alleged , 


‘0 have been effected through associations of railway executives and even by the Association 
American Railroads. 
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free from hidden restraints and monopolistic controls. If Justice fails in jt; 
task, the performance of the transport industry will fall short of the stand. 
ards envisioned by the law even though the Commission acts with the 
highest competence on matters coming before it. The Commission and 
Justice are in fact complementary. Incidentally, the Department’s proceed. 
ing against the Middlewest Motor Freight Bureau and the Rocky Mountain 
Motor Traffic Bureau was in response toa reference from the Commission! 

Finally, it is impossible to accept the thesis that the Interstate Commerce 
Act provides complete protection for the public interest and that Congress, 
therefore, intended that the antitrust laws should not apply to carriers, 
Consider Mr. Smith’s assertion that the proper standard is “the standard 
of a reasonable maximum rate,” and his denial of the existence of a “zone 


of reasonableness.” Inasmuch as the Commission lacks power, in the ab- J 


sence of discrimination, to require that a rate be reduced if it does not 
exceed the maximum reasonable rate, the public requires the protection of 
competition to induce carriers to fix rates below such maximum rates. In 
the Georgia case, the majority emphasizes this point: 

The fact that the rates which have been fixed may or may not be held unlawful by the Com- 
mission is immaterial to the issue before us. The Keogh case indicates that even a combination 
to fix reasonable and nondiscriminatory rates may be illegal. 260 U.S. p. 161. The reason is 
that the Interstate Commerce Act does not provide remedies for the correction of all the abuses 
of rate making which might constitute violations of the antitrust laws. Thus a “zone of reason- 
ableness exists between maxima and minima within which a carrier is ordinarily free to adjust 
its charges for itself.”” United States v. Chicago M., St. P. & P. R. Co., 294 U.S. 499, 506, 
Within that zone the Commission lacks power to grant relief even though the rates are raised 
to the maxima by a conspiracy among carriers who employ unlawful tactics. If the rate- 
making function is freed from the unlawful restraints of the alleged conspiracy, the rates of the 
future will then be fixed in the manner envisioned by Congress when it enacted this legislation.‘ 


The proper standard is not the “reasonable maximum rate.” The proper 
standard is the lowest reasonable rate, for larger contributions to undis- 
tributed overhead costs may more likely be found in that lowest reasonable 
rate which induces a large volume of traffic and the full utilization of carrier 
plant and equipment. Yet the testing of the market to discover the lowest 
reasonable rate will never take place if bureaus and associations stifle al! 
independent, competitive rate making, and if the Commission is unable to 
order reductions below reasonable maximum rates. 

Let us now look at the functioning of rate bureaus and carrier associa- 
tions. These organizations cannot be described as conferences of carriers 
and shippers; in most conferences, the shippers leave after they have pre- 
sented their views, all further discussion and all voting being in secret ex- 
ecutive sessions. Rate bureaus are not intended to secure reductions ané 
adjustments for shippers; indeed, rate reductions inevitably encounter 
strong inertia. Nor may it be said that rate bureaus are designed to give 
effect to Congressional declarations of national transportation policy or to 
aid the Commission in the discharge of its functions. Finaily, there has been 

* Regulation of Rate Bureaus, Hearings before the Committee on Interstate Commerce, United 
States Senate, 78th Cong., Ist sess., on S. 942 (May 18 to June 30, 1943), p. 268. No other 
general report has thus far been made based on the actual files of the rate bureaus and associ- 


ations. 
* 324 U.S. 439, at pages 460-461. 
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no absence of shipper complaints against the delays and frustrations in- 
herent in association rate making. But even an absence of shipper com- 
plaints would not demonstrate that the activities of rate bureaus and 
carrier associations are in the public interest, for shippers are sometimes 
relatively indifferent to the level of rates charged if they can pass on trans- 
portation costs to the consumer; indeed, certain shippers may prefer higher 
rather than lower charges if they find in the prevailing level a protection 
against new competition. The ultimate victims of any monopolistic influ- 
ences in rate making are the consumers, who are unorganized and unable 
efectively to press for lower transportation charges. 

The fundamental evils of rate bureaus and carrier conferences are those 
inherent in any industry system of price making and are familiar to all who 
are acquainted with developments under the NRA codes. Where rates are 
jetermined by group action, competitive influences are stifled; the rates 
fixed are, in the true economic sense of the word, monopoly rates; that is, 
they are calculated to yield the maximum net revenues to the group as a 
whole. Even where only one or two carriers are concerned, a proposed rate 
must be presented to all of the carriers in the territory, and if a reduction, 
may be rejected simply because its psychological consequences may be 
feared. Where group rate making prevails, there is an almost irresistible 
pressure to maintain rates, and more efficient carriers are unable to perform 
the full measure of service which the public would purchase if their rates 
reflected their own costs. Now this is no argument that rates should in- 
variably reflect the costs of the most efficient carrier regardless of the impact 
upon others. However, it is an argument that only the Commission itself 
can safely determine the extent to which the needs of the industry shall 
override competitive considerations in rate making. 

Conferences forbid carrier rate action without compliance with docket 
procedures, and even after full compliance, waiting periods are imposed, 
thus enabling the entire industry to bring pressure on the carrier that would 
act independently. In the rail conferences, a hierarchy of committees, 
through which appeals have to be carried, gives opportunities for delays of 
months before a carrier is free to act independently.’ Similar procedures 
ielp to ‘wear out” proposals for rate reductions in the motor carrier field. 

The past conduct of rail and motor carrier conferences has demonstrated 
that independent action, though generally affirmed in the bylaws, is in 
actuality incompatible with presently established procedures.* Independent 
action has been stifled by normal docket procedures, by long delays inherent 
in successive appeals, and by coercion both within and without the con- 
erence organization.? Members are often required to file exclusive powers 
of attorney for the publication of their rates, thus precluding any action 
outside of the conference or even any membership in a different conference.® 
Efforts have even been made to interfere with the rate making of nonmem- 

‘ Hearings, S. 942, pp. 144, 152, 185. 

‘Hearings, S. 942, pp. 116-122, 152, 187-189. See also In Re Trans-Continental Freight 
bureau, 77 I.C.C. 252, at pages 272-273. 


’ Hearings, S. 942, pp. 491-509. 
* Hearings, S. 942, p. 577. 
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ber carriers. Members of motor carrier bureaus have been forbidden to cop. 
cur in the establishment of through routes and joint rates with carriers 
that are not members of the same or of an affiliated conference, thus effec. 
tively excluding nonmember carriers from the long-haul traffic and exerting 
pressure on them to join the conference.*? Nonmembers have also been the 
victims of other obstructionist tactics.’® 

Whether the devices and activities used by carrier associations to penal- 
ize or prevent nonconformity or independent action in the making of rates 
constitute ‘“‘coercion” is a matter of definition. In the railroad field, the 
carriers are so thoroughly conditioned to association procedure, the sub- 
mission of the individual carrier to the dictates of the group is so much a 
part of the mores of the industry, that the extreme types of coercive pressure 
are normally unnecessary. Thus, the very absence of coercion in the face 
of the frequent rejection of individual carriers’ proposals is perhaps the best 
evidence of the extent to which competitive influences have been suppressed. 
Yet even in the railroad field, unusual remedies are sometimes used and in 
the Western Agreement, which became effective on December 1, 1932, be- 
tween all carriers affiliated with the Western Association of Railway Execu- 
tives, was to be found an elaborate organization for assuring conformity to 
an agreement “for securing definite co-operation among them to the end 
that consideration may be given from the general standpoint of all railroads 
in the district, rather than from the standpoint of an individual railroad, to 
all matters affecting” general railroad policy, rates, service, train schedules, 
and terminal accommodations." The administration of the Western Agree- 
ment was entrusted to a Commissioner, to whom appeals might be taken in 
all controversies which “‘might adversely affect the earnings of any other... 
parties.” The Commissioner was directed to refer all unsettled controversies 
to a Committee of Directors, whose members would seek at the top policy 
level to assure compliance. The Association of American Railroads also 
functions on a nation-wide basis to resolve controversies between carriers 
and associations. 

It may be significant to note that actions to restrict competition have 
not been confined to rate making. Time limits were established by western 
roads for the delivery of cars of perishables to eastern connections and de- 
lays were imposed on railroads capable of more expeditious service; the 
furnishing of faster passenger service was resisted.’ Restrictions were im- 
posed on the installation of air-conditioned equipment, and it was evel 
attempted to require that the air-conditioning equipment of cars taken 
from eastern connecting railroads be shut off before the cars were operated 
by the western railroads.’ Proposals to increase passenger travel by the in- 


® Hearings, S. 942, pp. 110, 462, 576-583. 
10 Hearings, S. 942, p. 

! Hearings, S. 942, pp. 127-132. 

12 Scientific and Technical M obiliz zation, Hearings before a Subcommittee of the Coe c 
eng A fairs, United States Senate, 78th Cong., 1st sess., pursuant to S. Res. 107 and va 
S. 702, pp. 1411, 1413, 1415, 1416, 1419, 1423, 1441, 1460. 

18 Hearings, S. 702, pp. 1419, 1442, 1474. 
Hearings, S. 702, pp. 1357-1358, 1386-1396, 1402. 
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stallation of recreational facilities, including motion pictures, and other 
improvements in service were defeated.” Restrictions were even imposed on 
the individual railroad’s right to advertise and to solicit traffic.”* 

The motor carrier bureaus furnish other instances of coercion in rate 
making. Carriers have been forced to withdraw from rate conferences and 
have been compelled to assume the costs of independently publishing all of 
their rates where they persisted in making individual rates.'’ Proposals of 
independent announcements have brought threats to cancel the carrier out 
of all bureau tariffs.* There is even some questionable pressure in the com- 
mon practice for rate bureaus to protest to the Interstate Commerce Com- 
mission against rates filed independently, asking a suspension and investiga- 
tion of such rates, thus utilizing the resources of the bureau against any 
carrier acting independently.'® Some conferences have resorted to threatening 
strikes, and in at least one instance, it appears that a strike was called for 
the purpose of enforcing compliance with conference rates.?° 

In short, rate bureaus and associations have maintained rates at higher 
levels than would otherwise have prevailed," even accomplishing an elimina- 
tion of competition between rail and highway carriers and a raising of motor 
carrier rates to the level of rail rates.* Improvements in service have been 
withheld and technical improvements have been delayed. The results have 
been harmful to the industry and to the public. An inflexible rail rate struc- 
ture was largely responsible for the inroads which motor carriers made into 
rail traffic and made it possible for the trucks to carry much traffic that could 
be handled more efficiently by the railroads.” Motor carrier rate conferences 
have favored the growth of larger carriers and have been a factor in the 
elimination of smaller carriers. The entire transportation industry would 
today be a better balanced sector of the national economy if competitive 
forces had had more scope. 

In conclusion, it should be noted that the presumptions with respect to 
rates fixed by the collective action of all competing carriers are quite differ- 
ent from the presumptions which attach to rates filed by individual carriers 
in response to competitive stimuli. Where rates are filed by the carriers col- 
lectively, the presumption is that the rates are fixed to maximize the earn- 
ings of the carriers as a group or of the dominant members of the group; 
whereas if a rate is fixed in response to competitive influences, the presump- 
tion is that it reflects the costs of the more efficient competitor. Where 


* Hearings, S. 702, pp. 1361, 1421, 1426, 1429. 
* Hearings, S. 702, pp. 1406-1409. 
" Hearings, S. 942, pp. 110, 121. 
* Hearings, S. 942, pp. 111, 469. 
* Hearings, S. 942, pp. 120-121, 145, 463, 475, 500-501. Some bureaus request suspension 
inirequently; this is true of the New England Motor Rate Bureau and the Eastern Motor 
Freight Conference. On the other hand, the Middle Atlantic States Motor Carrier Conference 
and the Central States Motor Freight Bureau have in the past protested practically all inde- 
pendently announced rates. 

” Hearings, S. 942, pp. 562-563. 

Hearings, S. 702, pp. 1362-1365, 1399, 1421, 1430-1433. S. 942, pp. 471, 475. 

“ Hearings, S. 942, pp. 464-469, 480, 490-491, 511-533, 535-561, 565-576, 603-624. 

” Hearings, S. 702, pp. 1362, 1365, 1398, 1399. 

“ Hearings, S. 942, pp. 110, 462, 463, 473, 475, 494, 576-583. 
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rates are determined by collective action, the public can be protected only 
if the rates are subject to the most rigorous regulatory scrutiny to determine 
whether they conform to competitive cost standards. Is this a responsibility 
which should be imposed upon any regulatory body? The Interstate Com. 
merce Commission reports 71,000 and 75,000 tariff publications filed ip 
1943 and 1944, respectively, or an average of 237 and 250 per working day. 
Many of these tariffs list hundreds of rates. With this vast volume of work, 
is it not necessary for the efficient functioning of government to give the 
regulatory agency the assistance that can come from maintaining incentives 
and opportunities for the carriers to fix their rates in response to competitive 
standards rather than in accordance with monopolistic principles? 

Is it possible to adopt a program for effective regulation of rate bureaus 
and carrier conferences so that they may be entrusted with determining 
what transportation charges shall be submitted for the consideration of the 
regulatory commission? Again, the answer seems clear that monopolistic 
principles rather than competitive standards will prevail, and that the in- 
terests of the industry will take precedence over the interests of the public 
whenever there is collective rate making. The procedure which the Congress 
has everywhere prescribed for regulated industries places upon the individ- 
ual carrier responsibility for initiating its own rates, and through require- 
ment of statutory notice and provision for suspension, assures to all shippers 
and carriers who may object an opportunity to present their case before a 
responsible public agency.* Only by preserving this measure of competition 
in rate making have we any assurance that regulation can perform its im- 
portant responsibilities and that public transportation can be entrusted to 
private enterprise. 

Is there a field of activity wherein rate bureaus and associations may con- 
tinue to function without endangering the public interest? Clearly, they 
cannot be entrusted with the determination of rates generally. Carriers must 
consult together in arranging through routes and joint rates, but such rate- 
making consultations should be confined to the connecting carriers in the 
interest of preserving competition between alternate routes. The association 
may perhaps assist the carriers in complying with the Commission’s rate 
orders, but much that they have done in canvassing issues between shippers 
and carriers belongs properly to proceedings before a Commission examiner, 
with public hearings and a formal record. The rate bureaus could serve as 
publishing agents for the carriers. They could also function in the policing 
of rules and regulations, and in the preparation of uniform shipping docu- 
ments and standard records. They could serve as clearing houses for inter- 
carrier accounts and settlements. Beyond these limited and specified activi- 
ties, rate bureaus and associations, whether regulated by the Interstate 
Commerce Commission or policed by the Department of Justice, are fraught 
with danger to the transportation industry, to its future progress, and to the 
general public. 


% And if this procedure fails to afford sufficient protection to the carriers, the Commission 
has statutory authority to prescribe minimum rates. 
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James C. NELson: In considering the problem whether and to what ex- 
tent exceptions from the antitrust laws should be given to regulated indus- 
tries, a distinction should be drawn between those regulated industries in 
which competition cannot exist at all or only in the very limited sense of 
substitute product competition and those industries in which workable 
forces of competition not only can exist but do operate. Modern intercity 
transportation fits the latter category.' 

In this discussion, I have reached the conclusion that antitrust law policy 
and transport regulatory policy are not in basic conflict, as contended by 
Mr. Smith. Thus, it follows that no case exists for excepting carrier rate 
making from the antitrust laws, although one does exist for recognizing the 
egitimate functions of rate bureaus. In support of this view, I shall make 
several points. First, recent structural changes in intercity freight transport 
have created wide possibilities of workable competition. Second, in formu- 
lating our regulatory policies the Congress has not only been aware of these 
possibilities but, on the whole, has sought to preserve the advantages of a 
competitive organization in domestic transport. Third, although antitrust 
law policy and regulatory policy are not in basic conflict, restrictive rate- 
bureau activity affecting rates and service and our pursuit of the advan- 
tages of private enterprise in transport are in conflict. Fourth, arrangements 
to provide statutory recognition of the useful functions of rate bureaus 
without giving them, by broad exception from the antitrust laws, license 
to thwart or inhibit workable competitive possibilities involve no impair- 
ment of the independent regulatory process. 


Vast changes in the organization of intercity transport have occurred in 
recent decades. In the early era of federal regulation, the intercity transport 
industry consisted largely of the railroads—a limited number of carriers in 
each traffic area and only one carrier at many smaller points. Gradually, 
this setup changed, with the progress of internal and coastal waterways, the 
modern development of the highways accompanied by a great growth of 
truck traffic, and recent advances in air transport. Not only are alternative 
agencies of transport available today for most lines of traffic and hauls, but 
on important routes the number of individual carriers of all types has 
greatly increased and would be subject to considerable expansion under a 
policy of freedom of entry. These structural changes have greatly enlarged 
the areas for workable competition, particularly in carriage of freight. 

These fundamental changes in the supply of freight services have an im- 
portant bearing on the real controversy over the initiation of carrier rates— 
whether rate making should proceed competitively or more in the manner 
ofa regulated monopoly. With respect to this issue, it is pertinent, although 
not necessarily controlling, that the country has never been willing to organ. 

‘Because of frequent discussions regarding the general future of antitrust law policy in 
general, it is particularly noteworthy that questions have arisen anew with respect to the ap- 
paucation of the antitrust laws to rate making by carriers in a regulated industry. For the 
resurgence of this controversy after more than fifty years of public regulation of the carriers 
by the most respected of our independent commissions suggests the unrealistic nature of the 


‘sumption commonly made that in all industries where a case exists for direct government 
supervision there is no need to apply the antitrust laws. 


POSTWAR RAILROAD PROBLEMS—DISCUSSION 


515 


ly 
1€ 
1. 
in 
k 
PS 
e 
1S 
le 
Ic 
3S 
a 
0 
y 
t 
e 
n 
e 
$ 
7 
e 
e 
n 
|_| 


514 AMERICAN ECONOMIC ASSOCIATION 


ize its intercity transport facilities on a unitary monopoly basis as it has its 
electric power and other local utilities. Even when the railroads operated jy 
a basically monopolistic market, it was unquestionably the policy to imple. 
ment such competitive forces as were operative at the same time efforts 
were made to control directly the situations where discrimination and other 
manifestations of private monopoly power were troublesome. Thus, in 1897 
the Sherman Act was found to apply to restraints of trade by carrier rate 
associations, and although regulation after 1920 became more affirmative 
in character and more complete in the administrative agency’s powers as 
well as in industry coverage, the antitrust laws have been left to apply right 
down to the present.? 

Nevertheless, tacit acquiescence in restrictive rate bureau activity during 
most of that period and expanding regulation are implicitly regarded by 
Mr. Smith as evidence that the country at last has awakened to the advan- 
tages of treating intercity transportation as a regulated monopoly. This 
assumption requires considerable qualification. Although economic regula- 
tion has been extended over a large part of the intercity transport market, 
it can hardly be maintained that the country has entirely or even substan- 
tially ignored the numerous and widespread possibilities for workable com- 
petition in transport which developed after 1920—to a large extent because 
of government promotion of air, highway, and water facilities. Direct statu- 
tory prohibitions have been maintained to prevent or limit common control 
or merger of facilities in different agencies of transport. Moreover, little 
general support can be found today for interagency integration on a grand 
scale, leaving regional monopolies, duopolies, or oligopolies, each using all 
types of facilities, although certain propaganda organizations have given 
wider distribution to this idea than their actual representation would war- 
rant. The National Transportation Policy and the rules of rate making 
contain specific standards whose effect is to maintain considerable carrier 
competition.‘ The fair-value-fair-return doctrine as the guide to rate making 
was abandoned legislatively in 1933 partially in recognition that it was an 
inapplicable procedure in the competitive situations faced by the railroads.’ 

There is, indeed, evidence that in extending comprehensive regulation on 
the rail pattern, the Congress envisaged the desirability of restricting, by 
public control of entry and minimum rates, some of the vigorous competitive 
forces in transport in the interest of sufficient returns for an adequate serv- 
ice. In permitting relief from the antitrust laws in approved cases of acquis- 
tion of control or merger, limited restriction of competition was authorized 


2 See United States v. Trans-Missouri Freight Assoc., 166 U.S. 290 (1897); United States v 
Joint Traffic Assoc., 171 U.S. 505 (1898); Keogh v. C. & N. W. Ry. Co., 260 U.S. 156, 161-106. 
(1922); McLean Trucking Co. v. U.S., 321 U.S. 67, 80, 84-88, 93 (1944); Georgia v. Pennsyi- 
vania R. R. Co. et al., 324 U.S. 439, 456-457 (1945); and I. L. Sharfman, The Interstate Com- 
merce Commission, Part I, 1931, pp. 33-34, 52, 112-113, 117, 183-186. 

? The Interstate Commerce Act, Secs. 5(2) (a) (b), (6), (13), (14), (15), (16); and Sec. 214. 

4 Ibid., Secs. 15a, 216(i), 307(f). See Senator Burton K. Wheeler’s statements in Hearings on 
S. 942, Senate Committee on Interstate Commerce, 78th Cong., 1st sess., May 18-26, June 
4-30, 1943, pp. 743-744, 825-827. 

’ D. Philip Locklin, “Freight Rates and Related Problems,” Transportation and Nations 
Policy (National Resources Planning Board, 1942), pp. 102-103. 
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in exchange for regulatory findings of specific gains in economy. When the 
act as a whole is considered, however, these situations do not support the 
regulated monopoly thesis, but rather they reflect adoption of a policy of 
regulated competition. Furthermore, the shipper supporters of the Bul- 
winkle bill, which would grant rate bureaus liberal immunity from the 
antitrust laws, have demanded a provision to maintain those laws in full 
force with respect to associations between carriers of different agencies.* In 
other words, with respect to market situations where competition is most 
eflective, shippers desire no green light for carriers to make rate and service 
agreements. 

In the thirties the Congress obviously recognized that far-reaching struc- 
tural changes in intercity transport had destroyed the basis of the regulated 
monopoly approach to rate control inaugurated in 1920. While the Congress 
was influenced by depression conditions and vested interests to adopt a 
policy of regulated competition of all surface agencies, the strong emphasis 
upon competition remaining in regulatory statutes indicates that our anti- 
trust law policy is still complementary to that of the Interstate Commerce 
Act, except at limited points where carriers have already been granted im- 
munity. 


The nation’s plain objective of maintaining private enterprise and opera- 
tion, even of the railroads, gives ground for pausing to reflect upon the im- 
plications of restrictive, associative activity with respect to rates and service. 

Private operation of domestic carriers has been advocated in large part 
on the theory that private enterprise is more efficient even in an industry 
of such fundamental public importance as transportation. Private enter- 
prise is fostered, among other ways, by recognizing that carriers should have 
the right to initiate rates and service arrangements. That this right is mean- 
ingful is indicated by facts showing that perhaps 60 per cent or more of the 
tariffs filed with the Commission are not approved or disapproved by the 
Commission or otherwise tested as to lawfulness.” Moreover, only infrequent 
investigations of the conduct of the carriers’ business in line with the re- 
quirements for honest, economical, and efficient management seem to have 
deen made. In practice, competitive pressures thus appear to have been 
relied upon to compel carriers to give full recognition to potentialities for 
improved service at low cost.8 


“See statement of F. F. Estes for the National Industrial Traffic League, Hearings on H. R. 
2536, Subcommittee of House Committee on Interstate and Foreign Commerce, 79th Cong., 
Ist sess., Oct. 9-22, 1945, pp. 204-205. 

_ ‘See statements of Commissioner Clyde B. Aitchison, I.C.C., ibid., p. 18; of Irston R. 
barnes, Department of Justice, Hearings on S. 942, op. cit., pp. 72, 74-75; and those of other 

vitnesses, pp. 124, 160, 783, 834-837. 

‘In West Coast Bus Lines, Ltd., Common Carrier A pplication, 41 M.C.C. 269, 288 (1942), 
te majority of the entire Commission said: “In proper cases, the Interstate Commerce Act 
‘erates monopolies and substitutes the checks of regulation for those of competition. We 
tave, however, recognized that, from the standpoint of the public interest, regulated monopoly 
Snot always a complete substitute for competition. As a practical matter monopolies fre- 
quently are not sufficiently responsive to regulation to protect the public interest completely. 
Moreover, regulation, while it may supply some of the checks of competition, cannot supply all 
it the stimulus to better and cheaper services.” 
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But does not private associative activity to compel or to persuade czy. 
riers into agreement upon rate schedules and service arrangements threate, 
the attainment of some of the key advantages of private enterprise from, 
public point of view? Where private sanctions are applied to discourage ay 
independent carrier from filing a lower rate than desired by the majority 
of the carriers in control of the rate bureau, that carrier’s freedom of enter. 
prise is not preserved and cumulatively the process may have a marked 
inhibitive effect upon rate reductions in line with the cost and revenue situa. 
tions of individual carriers. Faster service schedules and innovations may 
be retarded to those that the least efficient carrier can make. There seem; 
to have existed for many years, possibly without the knowledge of public 
regulatory authority and certainly without that of the general public, both 
latent and active coercion upon individual carrier members of associations 
Simple forms of economic coercion are threats of diversion of traffic u. 
routed by shippers and of rate reductions on wholly unrelated traffic which 
is important to the revenue of the carrier desiring to act independently. 
More flagrant cases include refusal by motor rate bureaus to publish rates 
named independently by member carriers and directions that member car. 
riers cancel concurrences—a serious consequence to some carriers which, 
under their restricted operating authority,® must depend upon interchang 
with other carriers and joint rates to reach large terminals from which 
much of their traffic is derived. Mr. Smith acknowledges coercive practices 
in trucking and condemns them, but he offers no solution. He does not men- 
tion any in connection with railroading, though their existence is common 
knowledge to those close enough to the field to hear of the operations of the 
bureaus and associations. 

In view of the legislative emphasis upon maintaining competitive private 
enterprise and the large areas in intercity transport where workable con- 
petition can exist, public effort should be directed toward safeguarding the 
freedom of all carriers to compete except in limited cases where the Con- 
mission positively finds that some restriction is justified to effect specific 
economies or is necessary to maintain adequate service. The Act contains 
several safeguards to continued existence of independent carriers, but to 
assure the advantages of a number of competitors there must also be protec- 
tion against restrictions by industry associations, rate bureaus, and execv- 
tive committees on the freedom of competitive action by individual carriers.” 

Only by actually safeguarding the right to compete can the full advan- 
tages of private enterprise and workable competition be assured for the 
public. These advantages are a high receptivity by management to new 
ideas, techniques, and equipment; an alert responsiveness to service needs 
of all types; a continual striving by individual firms to shave costs; and 4 
large measure of independent experimentation with rates to increase utiliza- 
tion and to divide traffic in response to changing cost conditions and rates. 
Assuring that flexibility in the transportation sector will also be an aid ‘9 

* See Federal Regulatory Restrictions upon Motor and Water Carriers, Senate Doc. No. %, 
79th Cong., 1 sess., 1945. 


Kent T. Healy, “Workable Competition in Air Transportation,” American Economi 
Review, May, 1945, pp. 238, 240. 
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promoting real stability in the entire economy and a fuller use of economic 


TESOUTCES, including those in transport. 

OM 4 ° 

ge 21 Rate bureaus perform obviously useful functions by facilitating co-opera- 
otity tive tariff publication, policing of rules, formulation of standards, and dis- 
tes. semination of information on proposed rate changes. They provide channels 


irked fame fo" assembling shipper views on mutual problems, such as how to retain the 
economy of full loading of freight cars as war traffic pressures diminish, 


may Ap and also for arranging through routes, joint rates, and divisions of joint 
com revenues—the co-operative methods which many think constitute the best 
ublicfg answer to greater economic co-ordination of transport agencies. The practi- 


both iam C2! question, then, is how can the useful functions of these organizations be 
preserved without permitting them to deny the effectiveness of workable 


tons, 

> up. competition by restricting independent competitive action? 

which The impression has been given that application of the antitrust laws to 
sntly, ag rote making is unnecessary because every activity of the carriers which may 
rates alect the public interest is now regulated. The facts, however, are that 
+ car. cocept for some wartime supervision neither private rate-making procedures 


hich, a 207 all results of their decisions are subject to direct administrative control. 
Filing of freight and passenger time schedules with the Commission is not 
required. Agreements by common carriers of utmost importance to railroad 
patrons, such as to hold cars of perishables from California for seventh 
morning delivery at Chicago or to refuse to deliver until the following day a 
carload of grapefruit arriving at Denver before 11 A.M., fall in an area be- 
yond administrative control."' Not only is there no specific requirement that 
the Commission must pass upon rate agreements, but the standard of rea- 
sonableness in the Act has been demonstrated to involve a band or zone so 
broad between minimum and maximum rate possibilities as to be of little 
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g them Velue to the small shipper, or to some large shippers, in the absence of com- 
Com-qm Petitive pressures.” With respect to the sanction of public opinion, only one 
ecifcfagm “gulatory investigation of rate bureaus has been made in thirty years or 


more (at the direction of the Congress by a special Senate Resolution), and 
rate bureaus and executive associations do not publish the basis of their 
decisions or generally open their files for disinterested analysis of their 
operations. 
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‘vale _" See Union Pacific R. R. Co. v. Spano, 99 Colorado 47, 59P(2d)75, decided June 22, 1936, 
. the Denver Rocky Mountain News, Aug. 8, 1935, and the Denver Post, June 12, 15, and 16 and 
T (h¢@y Aug. 8 and 17, for information on delivery restrictions at Denver. See also Hearings on S. 942, 


 newi .cit., pp. 128-129, 137-142, 152, 158-159, 163, 183-185, 190-191, 207-208, 236, 831-834, 


865-866, 975. 

needs "For example, in Arizona Corp. Comm. v. Atchison, T. & S. F. Ry. Co., 156 1.C.C. 418 
and 4 1929), reasonable maximum rail rates on refined petroleum products from Los Angeles group 
jliza-MM Ponts to Arizona points of 70 cents were prescribed. Although this lawful maximum rate 

mained effective at least through July 8, 1940, by 1936 actual rates under the influence of 
rates. or-hire and private truck competition, fell to lows of 18, 30, 35, 38, 49, 50, and 58 cents to 
id tof Yuma, Phoenix, Prescott, Tucson, Flagstaff, Nogales, Holbrook, respectively. These rates 
- »¢ fmm "ere supported on the railroads as fully compensatory and were found by the I.C.C. to be 
"0. " “casonably compensatory” and not below reasonable minimum rates in Petroleum from Cali- 
— Jorma to Arizona and Nevada, 218 I.C.C. 345, 348-349, 357 (1936); and slightly higher rates 


vere found “higher than reasonable minimum rates” in 241 I.C.C. 21, 23, 44 (1940). 
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It follows that an adequate measure of public protection requires bot) 
recognition of the legitimate functions of rate bureaus and action to prevent 
such organizations from destroying the effectiveness of workable competi. 
tion by coercive practices to prevent independent action. The former enj 
can be achieved by legislation defining rate bureaus, specifying their legiti. 
mate activities, and requiring filing of their articles of organization fo 
conformity therewith. On the other hand, the second objective cannot be 
obtained by legislation granting broad relief from the antitrust laws and 
merely requiring rate bureaus to file their charters with the Commission for 
approval. First, filing of articles of organization would not give any publicity 
to the basis of the decisions of these private organizations. Second, except 
with respect to rates, the results of agreements would not have to be filed 
for approval or disapproval by the Commission and as far as rates are con- 
cerned the regulatory body, the ICC, knows officially of none of the rate 
proposals which are turned down in bureaus. Third, the Commission would 
be handicapped in the task of surveillance of associative actions by its long- 
standing reliance upon complaints (coercion may also prevent carriers from 
complaining) and by its own advocacy of rate-bureau procedure, particu- 
larly in the trucking field, in the interest of more orderly and stable rates." 
In order to know fully the basis of all rate-bureau actions, the Commission 
would have to inject itself much farther into the carriers’ day-by-day activi- 
ties than the Commission appears to think desirable.“ 

Alert and continuous public surveillance will be necessary to prevent 
coercive practices by carriers and deliberate procedural delays from impairing 
the effectiveness of independent competitive action. Even meetings to make 
through service arrangements could be occasions for making private agree- 
ments to restrict competition. This inherent hazard in existing rate-bureau 
procedures can best be controlled by leaving all carrier actions in restraint 
of trade subject to the antitrust laws, save for the limited cases where im- 
munity can be justified upon a clear finding by the Commission that econ- 
omy will result. If competitive corrosion of rates should be retarded in the 
interest of earnings sufficient for an adequate service, the Commission can 
order the action upon a public record. On the other hand, if antitrust law 
policy is to be effective in preventing a denial of the effectiveness of work- 
able competition in intercity transport, the Department of Justice must 
have adequate appropriations to provide continuous rather than sporadic 
surveillance of associative activity and a greater certainty of action against 
coercive practices. A distinction must also be drawn between associative 
activity resulting in dissemination of information on rate proposals an¢ 
co-operative facility and service arrangements and those acts by carriers 
which involve damage to the public interest by restraining competition an¢ 
innovations in rates and service. 


James C. Nelson, Concepts in Transportation Regulation,” Transportation on 
National Policy, op. cit., pp. 219-224. See statement of Commissioner Clyde B. Aitchison, 
Hearings on H. R. 2536, op. cit., p. 22. | 

4 See Hearings on S. 942, op. cit., pp. 256 and 880, and the statement of Commissioner Cy 
B. Aitchison, Hearings on H. R. 2536, op. cit., p. 21. 


Th 
in int 
regul: 
tive 
affirm 
gatio 
mum 
authe 
lic in 
natio! 
of th 
consit 
Supre 
Comr 
These 
inall 

Pre 
and ¢ 
indivi 
and sé 
filing 
it mig 
rlers ¢ 
of fun 
would 
instan 
essary 


POSTWAR RAILROAD PROBLEMS—DISCUSSION 519 


The continued application of this system of composite policies of control 
in intercity transport would not involve impairment of the independent 
regulatory process by subjecting the Commission to control of the Execu- 
tive or by substituting for its judgment on the facts that of the courts. No 
affirmative powers which the Commission now has to conduct rate investi- 
vations, to order removal of discrimination, to establish maximum or mini- 
mum reasonable rates, to restrict entry and the scope of operations, to 
authorize consolidation with relief from the antitrust laws where in the pub- 
lic interest, or otherwise to take affirmative action to insure an adequate 
national transportation system would be interfered with. Where the findings 
of the Commission are ambiguous or insufficient, as they might well be 
considering the economic complexity of some of the matters heard, the 
Supreme Court most likely would merely remand the proceeding to the 
Commission for more careful statement unless errors of law were found. 
These checks in no wise destroy the process of administrative regulation, but 
in all probability tend to strengthen its fundamental economic performance. 

Preservation of the antitrust laws with respect to rate making and active 
and continuous enforcement of these laws would reinforce the ability of 
individual carriers to do what the Act now requires; namely, to initiate rates 
and services. This reinforcement of competitive impulses would result in the 
fling with the Commission of a greater volume of new rate proposals, and 
it might result in more of the filed rates being challenged by competing car- 
riers or affected shippers. To the extent that a transfer to the Commission 
of functions improperly resting with the rate bureaus occurred, that result 
would be constructive, for then the case for restricting competition in each 
instance would be thoroughly aired and a public justification would be nec- 
essary. 
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THE WARTIME MERCHANT FLEET AND 
POSTWAR SHIPPING REQUIREMENTS 


By Hospart S. PERRY 
United States Maritime Commission 


World War II has brought about a revolution in the annals of the 
American merchant marine. The American public appears to realize its 
dire need for a national merchant fleet to improve its national and 
economic security and for the first time in almost a century, American 
ship operators have at their disposal a large number of modern vessels, 
The war has established a basis for an efficient and effective American 
merchant fleet—one which the United States has not possessed for 
many decades. 

The exigencies of this most recent global conflict created a stupendous 
overseas transportation problem—one which was markedly aggravated 
by heavy war losses of merchant vessels, the German occupation and 
blockade of continental European shipbuilding countries, the entrance 
of Japan into the war, and the vital need for large numbers of naval 
vessels by the United Nations. That problem was so serious that, dur- 
ing the first few years of the war, less and less water transport capacity 
was available while the demand for that space increased to fantastic 
heights. 

Realizing that this condition was imperiling the success of the military 
and naval effort, the United States embarked upon a shipbuilding pro- 
gram which was far larger than ever before contemplated. While the 
British Empire was made responsible for the construction of a substan- 
tial number of merchant vessels, the United States was charged with 
the duty of building most of the vessels. Its brilliant success in complet- 
ing that duty is now an accomplished fact; in comparison with previous 
standards cf merchant ship construction, the United States performed 
a miracle. In 1938, the Maritime Commission had decided upon a con- 
struction program of 50 ships per year, but in 1943 it was able to build 
1,949 vessels of 19,271,789 deadweight tons. Such a record is truly 
amazing; it had never been accomplished previously by any single na- 
tion or for that matter by all the shipbuilding countries of the world in 
a similar period of time. 


The Wartime Merchant Fleet 


As a result of this huge ship construction program, the United States 
possesses the largest fleet of merchant ships in its history. Not only 's 
it the largest fleet in the annals of the United States, but it is much 
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larger than any country ever possessed at a given time. According to 
the best estimate available, that fleet will number about 6,000 dry cargo 
and tanker vessels of 60,379,000 deadweight tons! at the end of 1946, 
provided present construction schedules are completed and no ships are 
sold abroad. It will constitute about 60 per cent of the anticipated world 
deadweight tonnage. As of September 1, 1939, the United States mer- 
chant fleet totaled 11,750,000 deadweight tons or about 14.5 per cent 
of the world total. 

The estimate of 60,379,000 deadweight tons is merely tentative and 
undoubtedly will be subject to some downward revision. Although cer- 
tain types of merchant vessels used by the military services of a dis- 
tinctly specialized military design, such as aircraft carriers, tank 
carriers, and frigates, have been excluded in the computation of the an- 
ticipated 1946 American merchant fleet, the Army and Navy still pos- 
sess a large number of merchant type vessels, an unknown number of 
which will be returned to the Maritime Commission. Many of these 
ships, however, will never be put into commercial operation because 
their design has been changed so drastically by the military services to 
fit their peculiar wartime needs that their reconversion costs will be 
excessive. Furthermore, the total includes a number of prewar foreign 
flag vessels which may have to be returned to their former owners. Some 
of these vessels were seized during the war, but others were purchased 
with the provision that, upon request, they must be returned. 

Of the approximately 60 million deadweight tons of shipping compris- 
ing the anticipated United States seagoing fleet, about 45 million tons 
will be composed of dry cargo carriers and 15 million tons will be 
tankers. Prior to the war, the United States possessed about 7,475,000 
deadweight tons of dry cargo carriers and about 4,275,000 deadweight 
tons of tankers. 

Composition of Dry Cargo Fleet. From the above data, it is evident 
that the estimated United States dry cargo fleet will be about five times 
larger than it was prior to the war.” It is far larger than can be placed 
in operation under the American flag. However, only a part of any war- 
built fleet can be suitable to the peculiar requirements of normal com- 
petitive operations and American operators are interested only in those 
ships which are most economical and efficient. Such an attitude is easily 


_' United States Maritime Commission, Division of Economics and Statistics, Estimated 
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mated fleet includes all vessels registered and documented in the United States, American- 

i wned vessels of Panamanian, Honduran, and Venezuelan registries; United States vessels 

Les vansferred to foreign governments under lend-lease agreements, and Canadian-built freighters 

purchased by the United States. 
th *This statement does not consider the increase in vessel carrying capacity due to higher 
postwar vessel speed. 
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understood. No industry can operate successfully unless it is provided 
with the best of specialized equipment; likewise a national merchant 
fleet cannot be successful unless it is composed of the most suitable 
types of vessels which are adapted to the specialized requirements of 
the trades in which they operate. 

No criticism can be made of the Maritime Commission for having 
constructed vessels which are not suitable for peacetime operations. The 
exigencies of war required the construction of many vessels which pri- 
marily were of a utility character. The demand for shipping to prosecute 
the war was extremely urgent. Shipyards had to operate at full capacity 
and at maximum output. To attain the necessary production, a policy 
of building standardized types of vessels of simple design and the instal- 
lation of the type of available propelling machinery had to be adopted 
Changes in design had to be kept at a minimum consistent with military 
requirements. Special needs were met, whenever practicable, by con- 
verting existing types of vessels. Consequently, the United States post- 
war dry cargo fleet will consist of many vessels which are not ideally 
suitable for commercial requirements. 

The estimated dry cargo fleet of 45 million tons deadweight comprise 
4,849 ships. Based upon the probable intensity of demand for vessels 
included in that fleet for postwar competitive operation, three broad 
groups are distinguishable: those for which the demand will be (1) most 
intense, (2) less intense, and (3) least intense. 

The most intense demand for dry cargo vessels will center around 
somewhat less than 1,200 ships of about 8,800,000 tons deadweight or 
about 20 per cent of the total dry cargo fleet. Most of these vessels were 
constructed during the past few years and include all types which are 
suitable for long-term use; a few were built between 1929 and 1939 and 
while they are fairly old they will be needed for postwar operations. (i 
those vessels, about 330 ships of 1,500,000 tons deadweight are especially 
designed for the coastwise trades. Consequently, about 870 dry cargo 
vessels of 7,500,000 tons deadweight are suitable for operation in other 
shipping trades of the United States for which the demand from ship 
operators will be of greatest intensity. 

Of the dry cargo vessel types which will be preferred by ship opera- 
tors, a substantial but presently unknown number will not be available 
for commercial operation. The Army and Navy now own and control 
many merchant-type ships and at this time it is uncertain how many 0 
them they will return to commercial use. Of those which will be returned, 
no information is available as to the number which can be used comme!- 
cially. Many of the vessels used by the military services were redesigned 
to suit peculiar wartime needs. In a substantial number of instances 
the designs of these vessels were altered so drastically that it will cost 


mort 
sels. 
cond 
confi 
such 
be vi 
welg. 
with 
com 
of ve 
depei 
It 
the ¢ 
tonn. 
The 
espec 
But | 
and 1 
merc 
conta 
Sin 
the b 
descr 
are fe 
14 kr 
and t 
are of 
of the 
and c 
at 19 
sels- 
the 
espec 
lent s 
deadvy 
it is | 
in she 
Th 
the b 
will b 
consic 


Abou 


POSTWAR SHIPPING POLICY © 523 


more to reconvert them to their original designs than to build new ves- 
sels. Obviously, it will be a waste of public funds to put those ships in 
condition for commercial operation; it will be far more economical to 
place them in the reserve fleet for possible use in the event of another 
conflict. It may be necessary, however, to make a few exceptions to 
such a policy, but the number of vessels reconverted at high cost should 
be very small. Again, certain trades require vessels of particular dead- 
weight and bale capacities, size, and speed. Some trades require ships 
with refrigerated space and others require vessels with passenger ac- 
commodations. Consequently, ship operators will purchase certain types 
of vessels and the result will be an excess or a shortage of various types 
depending upon the demand. 

It is evident, therefore, that the amount of vessel tonnage for which 
the demand will be most intense does not represent the quantity of 
tonnage which will be available or useful to American ship operators. 
The United States possesses more tonnage than it had before the war, 
especially since the speed of the modern tonnage is substantially higher. 
But if consideration is given to the special requirements of each trade 
and the cost of reconverting ships used by the military forces to com- 
mercial designs, the United States postwar fleet of preferred vessels 
contains an excess of certain types of vessels and a deficit of other types. 

Since the Maritime Commission long-range type vessel constitutes 
the bulk of the tonnage most desired by ship operators, it is desirable to 
describe that class of ship briefly. On the basis of designed speed, there 
are four types of standard long-range freight vessels: the C-1 type of 
i4 knots, the C-2 type of 15 1/2 knots, the C-3 type of 16 1/2 knots, 
and the C-4 type of 17 knots. Combination passenger and cargo carriers 
are of the C-2, C-3, and C-4 types and their speeds are the same as those 
of the freighters of the same type. In addition, the P-2 type passenger 
and cargo liner which is designed to transport as many as 550 passengers 
at 19 1/2 knots—substantially more than the C type combination ves- 
sels—has been constructed. Of all these long-range vessels, the C-2 and 
the C-3 types are most numerous and in greatest demand. They are 
especially suitable for general cargo trades since they possess an excel- 
lent stowage factor; a wide variety of both types of vessels as regards 
deadweight and bale cubic capacities has been constructed. However, 
it is possible that both types of vessels, certainly the C-3 type, will be 
in short supply. 

The Victory type vessel of about 10,800 tons deadweight constitutes 
the bulk of the tonnage included in the group for which the demand 
will be less intense. It was designed for emergency purposes and is not 
considered as one of the Maritime Commission long-range type vessels. 
About 527 of these vessels with a deadweight tonnage of about 5,125,000 
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are expected to be constructed. On the basis of speed, there are two 
classes of Victory type vessels: one operates at 15 1/2 knots and in that 
respect is comparable to a C-2 long-range type vessel and the other 
operates at 17 knots or 1/2 knot faster than the C-3 long-range type 
vessel. 

While the speeds at which the Victory type ship operates are satis- 
factory, the vessel does not measure up to certain peacetime require- 
ments. Of all the large vessels built during the war, it possesses the 
least amount of bale capacity in relation to its cargo deadweight ca- 
pacity. The resultant low stowage factor limits the use of the ship to 
routes on which weight shipments predominate; it is not particularly 
suitable for operation on routes over which a large volume of measure- 
ment freight is shipped. However, it will serve the needs of certain ship 
operators, especially those engaged in carrying deadweight commodities. 
Only a small number have been sold so far, but a few shipping lines have 
stated they may use Victory type ships in their postwar operations. At 
present, a large number are being operated experimentally in the inter- 
coastal trade. 

Of the Victory type vessels which have been constructed, 117 of 
679,400 tons deadweight have been converted to troop transports 
(VC-2-S-AP5). As transports, each carries about 1,500 passengers; conse- 
quently the cost of reconverting them to commercial service may be 
excessive. If the expense should be too great, they will probably be 
placed in the reserve fleet. A number of the remaining Victory type ships 
should be sold to American sbip operators, especially if they prove to be 
suitable for intercoastal operations; those which are not sold to Ameri- 
can operators should be attractive to foreign shipowners. 

The ships for which the demand will be least intense are the Liberty 
vessels and old vessels. These two groups of vessels constitute almost 
70 per cent of the total estimated United States dry cargo merchant 
fleet; including 65 Canadian Liberty type vessels purchased by the 
United States, there are almost 2,500 Liberty ships of about 27 million 
tons deadweight and more than 650 old ships of about 4.3 million tons 
deadweight. 

The old vessels can be discounted as a factor in world shipping as 
soon as the intense postwar demand for ship space has run its course. 
Most of them were built in connection with the World War I ship con- 
struction program and some were built even before that conflict. Some 
were acquired from foreign countries and may be returned. At best, 
only a few will be operated for any substantial period of time and most 
of these will be retained primarily because they possess certain special: 
ized characteristics such as size, type, and equipment which cannot be 
obtained in vessels built during World War II. 
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The Liberty type ship, which is of about 10,800 tons deadweight and 
possesses a speed of 11 knots, presents a problem. It was never intended 
to be a part of the Maritime Commission long-range vessel program. 
Much of the United States wartime ship construction effort was devoted 
to that type ship only because it could be constructed much more easily 
and quickly than long-range type vessels. Otherwise the demand for 
shipping could not have been met. That the Liberty type ship performed 
its work well during the war is a matter of historical record. 

Can the Liberty type ship be used successfully under normally com- 
petitive conditions? Although its stowage factor is satisfactory, it is 
generally conceded that this type of vessel ig too slow to compete in the 
liner trades. Furthermore, it is equipped with steam reciprocating en- 
gines which in comparison to other types of propulsion machinery are 
expensive to operate. Prior to the war, that engine type was considered 
obsolete as a marine prime mover. Not a single American flag line 
operator has yet contracted to purchase a single Liberty type vessel and 
few American operators have indicated their intention of so doing.’ It is 
possible, however, that a small number may be used as tramps in the 
foreign and domestic trades to transport bulk commodities which move 
into storage and thus do not require speed in transit. Foreign flag opera- 
tors, with low wage rates, may be interested in purchasing a number of 
these vessels, especially for the tramping trade. In general, few Ameri- 
can flag operators will be interested in the Liberty ship. They are con- 
fronted with high wage costs and other operating costs which can be 
minimized in part by operating vessels of higher speed, especially over 
routes involving long distances; in the nearby trades the character of 
the commerce and the size and speed of the ship limits the Liberty’s 
usefulness. It can be concluded, therefore, that unless foreign ship opera- 
tors purchase a large number of the Liberty type vessels, most of them 
will be placed in the reserve fleet as soon as the demand for shipping 
returns to normal and used only in the event of a serious emergency. 

Composition of Tanker Fleet. Of the 15,000,000 deadweight tons com- 
prising the United States tanker fleet, about 73 per cent or about 11 
million tons is modern and of suitable types for competitive deep-sea 
operation. About 3 million tons is composed of ships which are old, slow, 
and in comparison to modern tankers, only of moderate size; about 
400,000 tons is made up of small tankers needed for local transport and 
about 660,000 tons of converted Liberty type hulls. It is probable that 
the converted Liberty type tankers will be placed in the reserve fleet. 
To reconvert them to dry cargo carriers will entail a large expenditure 


* Liberty colliers, of which there are 24 of about 250,000 tons deadweight, are excluded 
from this statement. They were included in the group for which the demand is likely to be 
most intense. 
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of money which at present cannot be justified in view of the excessive 
number which is presently available. As a part of the reserve fleet, they 
will be available for a future military emergency. 

Most of the modern tanker tonnage was constructed during the war 
and consists principally of T-2 type vessels. It is estimated that there 
will be 517 of these tankers of 8,650,000 tons deadweight. Each of this 
type tanker possesses a total deadweight capacity of about 16,800 tons 
and a speed of 14 1/2 knots. In addition, 46 T-3 type tankers of 827,000 
tons are anticipated; those vessels are somewhat faster in speed and 
larger in carrying capacity. 

Comparing the prewar United States tanker tonnage with that an- 
ticipated in 1946, an increase of 235 per cent is in prospect. However, 
if the obsolete, Liberty type and small tanker tonnage is deducted from 
the total, the increase is reduced to 150 per cent. That figure, of course, 
does not represent the actual increase in tanker capacity; considering 
the increase in the speed of the modern tanker fleet, the actual increase 
in carrying capacity of the modern tanker tonnage is likely to be about 
175 per cent. 

Even though more tanker capacity will be required by the United 
States to meet its growing demand for petroleum products, more tankers 
are available than are required. Consequently, a substantial number of 
tankers will be available for sale to foreign operators or for the reserve 
fleet. 


Wartime Ownership and Control of United States Merchant Fleet 


Prior to the war, most of the seagoing vessels of the United States 
were owned privately; a substantial number were government owned 
but the bulk of those vessels was in the laid-up fleet. At present, a very 
large proportion of the merchant vessels registered and documented in 
the United States is owned by the government which acquired them by 
construction, seizure, or purchase from foreign operators and requisition 
for title from American operators. These vessels, as well as those requi- 
sitioned for use, are controlled and directed by the War Shipping Ad- 
ministration, an Agency created February 7, 1942, by Executive Order, 
except for those which are operated directly by the United States Army 
and Navy and most of those lend-leased to foreign governments. While 
the War Shipping Administration controls the operation of the vessels 
under its jurisdiction, it does not actually operate them. Private opera- 
tors are utilized as general agents for the management of the ships and 
as berth agents for the traffic which is transported. Frequently the 
agents continued to operate ships which they had sold or chartered to 
the government as well as other ships which the government had ac- 
quired. Such a system achieved the dual purpose of centralized public 
supervision and private operation. 
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The activities of the War Shipping Administration were co-ordinated 
with those of the British Ministry of War Transport by means of the 
Combined Shipping Adjustment Boards established in 1942. The two 
governmental ship control agencies, combined in this manner, wielded 
a tremendous influence in bringing about an orderly deep-sea water 
transportation system since they controlled the bulk of the seagoing 
merchant tonnage available for operation on the high seas. Neither the 
War Shipping Administration nor the Ministry of War Transport were 
deprived of any duties and functions; both agencies put into practice 
the policies established by the Combined Shipping Adjustment Boards. 

With the cessation of European hostilities, an additional international 
shipping authority was established—the United Maritime Authority. 
This organization was designed to provide all the United Nations and 
other associated nations with a voice in international shipping problems, 
especially during the transition period from war to peace. The Authority 
does not displace the Shipping Adjustment Boards; it is merely a sup- 
plementary organization. It consists of the United Maritime Council on 
which all member governments are represented and the United Mari- 
time Executive Board, membership to which is limited to the United 
States, the United Kingdom, France, Norway, and the Netherlands. 
However, other representatives of United Maritime Authority member 
governments are invited to attend the meetings of the Executive Board 
when shipping interests of their nations are concerned. 

While government wartime ownership and control of shipping were 
essential to the success of the military effort, such a policy has no place 
in the United States peacetime economy. Private ownership and opera- 
tion with government control which is limited to those matters definitely 
in the public interest are far more desirable as a national policy. The 
United States has decided to adopt that system and private ship opera- 
tors have been encouraged to purchase a large number of vessels. Present 
wartime controls will be abandoned. They were based upon war emer- 
gency powers which have no permanent legal foundation and the ship- 
ping industry must be freed from government restrictions which are not 
definitely in the public interest. If a peacetime international shipping 
organization is established, its duties and functions will be substantially 
different from those of a wartime international ship control organization. 


Postwar Shipping Requirements 


The transition from government ownership to private ownership in- 
volves a number of problems, many of which are not pertinent to this 
paper. To forecast the size of the United States postwar merchant ma- 
tine and the number of vessels which should be employed by American 
ship operators is no simple task, especially within the limits of this 
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paper. Consequently, only the most important problems can be dis. 
cussed briefly. 

The Need for a United States Merchant Fleet. The merchant shipping 
requirements of the United States have been frequently discussed for , 
number of decades. Most of the persons engaged in the discussion haye 
taken positive positions: either they are definitely opposed to a United 
States merchant marine, especially in the foreign trade, or they ar 
strongly in favor of a fleet of substantial size. As a result, little or no 
progress has been made towards solving the problem. In view of its 
significance, both to the United States and to certain foreign countries, 
it is high time that an agreement is reached. But such an agreement 
must be based upon a complete and realistic approach to the problem. 
It cannot be attained by a consideration of only one or a few of the 
factors involved. All phases of the problem must be studied and weighed 
in relation to each other. 

The principal arguments in favor of a substantial United States mer. 
chant marine are (1) it is vital to the national security of the country 
and (2) economic benefits are obtained by the existence of a national 
merchant fleet. The major arguments against the development and 
maintenance of an American merchant marine are (1) foreign flag vessels 
can operate at lower cost than American flag vessels and (2) the dollar 
exchange obtained by foreign flag vessles is used by foreign nationals to 
purchase American products and our foreign trade is thereby increased. 
It is not possible within the scope of this paper to weigh these various 
arguments. 

Problems Involved in Estimating Postwar Shipping Requirements. Since 
the subject of this paper is limited to United States postwar merchant 
shipping requirements, the discussion will be concerned primarily with 
an estimate of the number cf merchant vessels needed for actual com- 
mercial operation and their tonnage. Types of vessels cannot be dis- 
cussed because of space limitations. Such a limitation excludes critical 
comments upon the requirements of the Army and Navy for peacetime 
operation and of the reserve fleet essential for emergencies. In view oi 
the increased size of the Navy and the greater number of foreign Army 
and Navy bases which will be maintained for some time, it is likely that 
those military departments will insist upon operating a substantial nun- 
ber of merchant vessels on their own account. 

The size of the reserve fleet will also be much larger to provide the 
country with an immediate supply of vessels to meet future shipping 
emergencies. No final decision has as yet been made of the number 0! 
vessels which should be set aside to meet the peacetime requirements 0! 
the United States military forces or how many should be placed in the 
reserve fleet, but both requirements will be substantially larger than 
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they were before the war. Army and Navy peacetime commercial ship 
operations should be maintained as low as possible; both departments 
should use commercial] services if at all practicable. A sufficiently large 
reserve fleet must be maintained so that an adequate supply of vessel 
tonnage can be made available as soon as a critical emergency arises. 
Present-day military conflicts require an enormous amount of shipping.‘ 
Not only do they increase the shipping demands of the military forces, 
but they decrease the efficiency and effectiveness of all shipping. The 
use of convoys, circuitous routes, and the inability under wartime con- 
ditions to load vessels as efficiently as under peacetime conditions 
greatly increases the number of vessels needed. 

At best, an accurate estimate of the shipping needs of the United 
States during the postwar period is difficult to make. Many imponder- 
ables are involved in the formulation of such an estimate and conse- 
quently any determination is bound to be an approximation. It is neces- 
sary to forecast the postwar volume of United States water-borne com- 
merce and the proportion of water-borne foreign traffic which vessels 
of United States registry may be expected to transport. 

An estimate of the postwar United States water-borne commerce 
should be based upon each of the six major divisions into which the 
United States merchant shipping industry is grouped: foreign, non- 
contiguous, coastwise, intercoastal, Great Lakes, and inland. Since the 
bulk of the United States war shipbuilding program was devoted to the 
construction of seagoing vessels, the discussion will be limited to the 
first four groups. 

Published estimates of United States water-borne commerce for the 
postwar period are generally unsatisfactory for shipping purposes. The 
lew available forecasts usually have been presented in terms of value 
and value is a very poor basis to use in estimating the demand for ship 
carrying capacity. Assuming no change in the composition of the traffic, 
an increase in the price level will increase the value of the traffic by 
about the same proportion, but the demand for shipping space will not 
be changed. Weight and space occupied by cargo are the two factors 
which are primarily significant in determining the number and types of 
vessels required to transport freight and the number and class of pas- 
sengers which are anticipated determines the number and type of 
passenger carrying vessels which will be needed. 

Traffic information must be assembled on a trade route basis by com- 
modities because few trade routes possess a balanced traffic movement. 

‘During 1944, vessel deadweight tonnage controlled by the War Shipping Administration 
amounting to over 83 million tons was available at United States ports. Of this total tonnage, 
45 million and 12 million tons were employed by the United States Army and Navy respec- 


tively, 15 million tons were allotted under lend-lease agreement, and 11 million tons were used 
lor civilian purposes. 
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Commerce on some routes in one direction may be ten or twenty times 
the traffic moving in the opposite direction. On some routes the traffic 
may appear to be balanced on a weight basis, but an examination oj 
the traffic shows that bulky shipments which occupy a great deal of 
space in relation to their weight predominate in one direction and cause 
the traffic to be unbalanced. While unbalanced traffic movements cap 
be partly compensated for by tramp vessels, round-the-world services, 
and the use of more than one route, they cannot be wholly corrected. 
Consequently, many vessels, both line and tramp, are compelled to 
operate in one direction either in ballast or with light loads. Moreover, 
the nature of the competition which shipping lines must meet or the 
requirements of the service may be such that excess vessel space must 
be provided, especially if traffic moves on a seasonal basis. On some 
routes larger and faster vessels can be used to decrease the number of 
vessels required; on other routes small ships of lower speeds must be 
employed and the number of vessels and their tonnage is increased rela- 
tively to the amount of cargo that is carried. 

Foreign Trade Shipping Requirements. Of the four United States major 
deep-sea shipping divisions, that of the foreign trade evokes the greatest 
interest. The other three deep-sea groups—coastwise, intercoastal, and 
noncontiguous—are reserved for vessels built in the United States and 
owned and operated by citizens of the United States; no foreign-built, 
-owned, or -operated vessel can operate in them except when an emer- 
gency arises and then only under definite limitations. But the United 
States foreign trade is open to vessels of all nationalities and American 
flag vessels must compete with foreign flag vessels. Since United States 
ship construction and operating costs are much higher than those of 
other countries, most American flag vessels operating in the foreign 
trade must be aided by public funds to enable them to achieve a parity 
in costs. Consequently, public interest in this phase of water transporta- 
tion is keen. 

Congress has laid down certain general directives in the shipping legis- 
lation it has enacted to guide the Maritime Commission which is en- 
powered to develop a merchant marine. In the Shipping Act of 1910, 
it directed the Shipping Board to “encourage, develop, and create 4 
naval auxiliary and naval reserve and a merchant marine to meet the 
requirements of the commerce of the United States with its Territories 
and possessions and with foreign countries.”’ In the Merchant Marine 
Act of 1920, Congress was much more definite by directing ‘‘that it is 
necessary for the national defense and for the proper growth of its 
foreign and domestic commerce that the United States shall have a mer- 
chant marine . . . sufficient to carry the greater portion of its commerce 
and serve as a naval or military auxiliary in time of war or national 


eme! 
firm¢ 
state 
its fc 
merc 
merc 
forel; 
on a 
forel; 
nava 
Th 
over 
merc 
its di 
In th 
be la 
dome 
state 
carry 
that 
dome 
comn 
merc 
Ob 
actua 
devel 
foreig 
merce 
ever, 
or 
State 
discu: 
prese 
Th 
vesse! 
must 
best ¢ 
solve, 
upon 
Dr’ 
Unite 
fleet s 


of the 


POSTWAR SHIPPING POLICY 531 


emergency. ...’’ In the Merchant Marine Act of 1928, Congress reaf- 
firmed that policy. In the Merchant Marine Act of 1936, Congress 
stated that “‘it is necessary for the national defense and development of 
its foreign and domestic commerce that the United States shall have a 
merchant marine (a) sufficient to carry its domestic water-borne com- 
merce and a substantial portion of the water-borne export and import 
foreign commerce of the United States and to provide shipping service 
on all routes essential for maintaining the flow of such domestic and 


foreign water-borne commerce at all times, (b) capable of serving as a 
naval and military auxiliary in time of war or national emergency. . . .” 

These excerpts show that Congress has maintained a resolute position 
over a period of twenty years with respect to the need for a national 
merchant fleet for national security and for economic reasons and that 
its directives apply not only to domestic but also to foreign shipping. 
In the act of 1916, it directed that American Merchant Marine should 
be large enough to meet the requirements of the United States commerce— 
domestic, noncontiguous, and foreign. In the Acts of 1920 and 1928, it 
stated that the American merchant marine should be of such size as to 
carry the greater portion of its commerce. In the Act of 1936, it directed 
that the United States possess a merchant fleet sufficient to carry its 
domestic water-borne commerce and a substantial portion of its foreign 
commerce. In all these laws, it stressed the importance of a national 
merchant fleet for national security reasons. 

Obviously, a general directive of this sort must be translated into 
actual figures. The general consensus among persons responsible for the 
levelopment of the American merchant marine is that the United States 
foreign trade merchant fleet should carry 50 per cent of its foreign com- 
merce. That opinion has been sharply criticized. These criticisms, how- 
ever, are not usually constructive; they do not present an exact figure 
or even an approximate figure as to the desirable size of the United 
States foreign trade merchant fleet which could be used as a basis for 
discussion. They are usually couched in general terms which do not 
present a solution to the problem. _ 

The United States now possesses a very large number of merchant 
vessels which must be disposed of in one way or another. The country 
must make a definite decision as to the manner in which these vessels 
best can be used. The problem is not only significant, but difficult to 
solve. The solution cannot be based upon generalities; it must be based 
upon facts and a realistic program must be developed. 

Dry Cargo Vessels—Foreign Trade. Since the advocates of a large 
United States foreign trade merchant marine have stated that an active 
leet sufficient to transport 50 per cent of the foreign commerce and all 
oi the domestic and noncontiguous traffic is desirable, it is necessary to 
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determine whether a merchant fleet of that size can be developed and 
maintained successfully under the American flag. Fortunately, statisti. 
cal data are available to make such a study. 

For many decades, American flag vessels have been operated almost 
entirely as liners; only a few operated as tramps or irregularly as both 


liners and tramps. To be specific, American flag vessels during the calen. 
dar year 1938, carried only 1.5 per cent of the export and 5 per cent of not | 
the import tramp dry cargo traffic. Foreign flag vessels carried almost J 
all the tramp traffic with American flag vessels offering virtually no J “" 
competition. However, the volume of the United States foreign dry ae 
cargo trade carried by tramp vessels is large. During 1937 and 1938 esi: 
about one-third of that trade on a weight basis was carried by tramp = 
vessels; liners carried the remainder—about two-thirds. m4 
Assuming that these proportions continue during the postwar period, trial 
can American flag vessels operating almost exclusively as liners carry “3 
50 per cent of the total United States dry cargo foreign commerce? “te, 
During 1937, that commerce totaled 54 million long tons of which 36 te 
million tons were carried by liners, both foreign and American. Sinc Je ~ - 
American flag vessels restricted their activities to line operations almost =e 
entirely they would have had to transport almost 27 million tons of dry wt 
cargo liner cargo or almost 75 per cent of the United States dry cargo * re 
foreign commerce carried by line vessels.® Pas 
During 1938, the same conditions prevailed even though the foreign ti 
dry cargo trade of the United States declined from 54 million to 44 wate 
million tons. Can American dry cargo liners carry 75 per cent of the we 
foreign trade liner traffic in the face of severe foreign competition? While F tr 
that proportion of the traffic was carried by American flag lines before “ee 
World War II on a very few routes, only an extreme optimist would be lorics 
willing to forecast the movement of such a large share of the United chant 
States foreign commerce in American flag liners on all trade routes. ne tl 
Consequently, it must be concluded that American flag dry cargo vessels 50 an 
cannot obtain 50 per cent of the United States total foreign dry cargo States 
commerce unless (1) a larger proportion of the traffic formerly carried a q 
by tramp vessels® is transported by liners, (2) the United States develops flag ¥ 
a substantial fleet of tramp vessels, and (3) American shipping lines 40 per 
which used foreign flag vessels before the war decide to operate United whan 
States flag ships. At present, there are definite indications that lines a if | 
will carry a larger proportion of tramp cargo and that a number ‘Work 
’ Since American flag vessels carried a small quantity of tramp traffic American flag lines fleet c 
would have had to transport about 73.9% of the line traffic. 
* For several decades, liners have been encroaching on the traffic carried by tramps. Suc trade. 
a trend does not mean that the tramp will disappear, since one of its significant functions 's Pas. 
make flexible the supply of vessel tonnage needed on particular trade routes to carry ye vessel 
grade commodities. In 1939, the quantity of tramp tonnage was only slightly below the qua® se 
tity of such tonnage available in 1914. modat 
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American shipping companies which formerly operated foreign flag ves- 
sels will purchase or charter American flag vessels for postwar use; these 
two factors, however, will not change the competitive situation suf- 
ficiently to raise American flag dry cargo carryings to 50 per cent. 

Since it appears that the United States dry cargo merchant fleet can- 
not be successful in transporting 50 per cent of the United States foreign 
commerce moved in dry cargo vessels, what proportion of that traffic 
can they be expected to move during the postwar period? During 1938, 
American flag liner vessels transported about 37.5 per cent of the United 
States foreign trade line traffic. Can that proportion be increased? It is 
possible to be optimistic in answering that question. 

Service is one of the keystones to success for all well-managed indus- 
trial establishments. Prior to World War II, the American merchant 
marine was composed largely of slow, obsolete ships. It did not compare 
favorably in quality with the merchant fleets of other important mari- 
time countries. During 1938, United States foreign trade dry cargo ves- 
sels averaged a speed of less than eleven knots. But during the postwar 
period, only a few vessels in foreign trade will operate below 15 1/2 
knots; indeed many will operate at 16 1/2 knots and a number will 
even exceed that speed. 

American shipping companies are now in such financial condition that 
they can purchase more ships than they could before the war. The Mari- 
time Commission is well established and as a result of thirty years’ 
experience understands its administrative responsibilities. If the war has 
brought home its lesson, the American public should appreciate the vital 
significance of a national merchant fleet to its welfare. Japanese and 
German flag competition may be insignificant for many years. These 
factors, alone, indicate that the American foreign trade dry cargo mer- 
chant fleet will be an important competitive transportation agency dur- 
ing the postwar period and that it should be able to obtain between 
50 and 60 per cent of the total dry cargo liner carryings in the United 
States foreign trade. If this forecast is accurate, the anticipated Ameri- 
can flag liner carryings, together with the traffic carried by American 
flag vessels engaged in tramp and irregular services, will constitute about 
40 per cent of the total postwar United States dry cargo foreign com- 
merce. If the United States should decide to develop a large tramp fleet 
or if liners obtain a larger proportion of tramp cargo than they did 
before the war, it is possible that the American dry cargo foreign trade 
feet can obtain a larger percentage of the available dry cargo freight 
trade. 

Passenger and Passenger-Cargo Vessels—Foreign Trade. A passenger 
vessel is defined by United States law as a ship which provides accom- 
modations for more than twelve passengers. All vessels which carry 
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passengers also transport cargo to a greater or lesser degree. However. and 
vessels which specialize in the carriage of passengers are usually called 


“passenger” vessels while vessels which derive most of their revenue 


a né 


tion 


from the transportation of freight and provide accommodations for g san 
variable number of passengers are called “‘combination”’ vessels. acct 
Prior to the outbreak of the war in Europe there were 78 American atin 
flag vessels, each of which provided accommodations for more thap serv 
twelve passengers, operating over United States foreign trade routes: vess 
14 of those vessels derived more than one-half of their revenues from as 1 
the transportation of passengers and the remainder were combination prov 
vessels. Of these 78 vessels, the modern types were usually successful in com 
attracting more than their share of the available passenger traffic. They N 
monopolized the United States passenger trade to and from Australia, publ 
the West Coast of South America, the Gulf of Mexico, Atlantic Canada, quir 
the Philippine Islands, and China. They carried more than 50 per cent Unit 
of the passenger traffic between the United States and the Caribbean iate 
and the East Coast of South America. Only in the Japanese and trans- Sub« 
Atlantic European trades were they at a disadvantage but that condi- Plan 
tion was due largely to the small number of passenger accommodations TI 
which they provided in relation to the total and to the obsolete quality ore; 
of many of the American flag vessels employed. Nevertheless, the 2,72: 
modern ships were able to fill a larger proportion of their passenger ac- 9 of 3,: 
commodations than most foreign flag vessels. whicl 
Concern is expressed in many quarters that air competition will re- J tons 
duce the number of passengers and the quantity of mail formerly trans- into | 
ported by water carriers. There is no doubt that water mail service will is ab 
be reduced and that certain types of passenger traffic will be diverted tudy 
from water to air; at the same time, air transport will enable certain Th 
persons to take long trips—the short vacationer for example—and some J value 
of these passengers may wish to travel one way by water. Consequently, 9 trade 
while the air carrier may take traffic away from the water carrier, it is # value 
also likely to develop water passenger traffic. cargo 
Assuming, however, that there will be a net reduction in the volume § mum 
of water passenger traffic, it does not follow that the number of combi- 9 under 
nation vessels will be reduced proportionately. Indeed, there may be rade 
little reduction in the number of combination type vessels operated and JM chara; 
there is a possibility that they may be increased in number. Passengers i trade 
demand frequent and regular sailings. Consequently, the reduction in 9 the re 
passenger traffic will decrease the number of passenger accommodations i volum 
provided by each ship, not necessarily the number of passenger or combi- 9 Postw 
nation type vessels. An actual case will illustrate this point. The Grace jm extent 
Line which operated two passenger services before the war has stated J pect t. 
that it will resume those services during the postwar period: one from i and ki 
New York to the west coast of South America, a subsidized service, 9 wed t 
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and the other from New York to the northern coast of South America, 
, nonsubsidized service. It has already agreed to purchase six combina- 
tion type vessels for the west coast of South America service—the 
same number operated before the war—but the number of its passenger 
accommodations will be reduced. It has announced its intention of oper- 
ating five combination type vessels in the north coast of South America 


an 

an service and these five vessels are to replace three combination type 

es: vessels operated before the war. These five vessels, while making twice 

om as many Sailings as were made by the three prewar combination vessels, 

ion provide accommodations for more passengers than could have been ac- 
commodated before the war. 


Number and Tonnage of Ships Required. Two estimates have been 
published indicating the probable number of American flag vessels re- 


quired for dry cargo and passengers during the postwar period in the 
ent United States foreign trade. One study was made by the Harvard Grad- 
san uate School of Business Administration and the other was made by the 
ns- Subcommittee on Trade Routes of the Maritime Commission Postwar 
di- Planning Committee. 
ons The Harvard report states that the probable minimum American flag 
ity foreign trade dry cargo and passenger fleet might be 360 ships of 
the 9B 2,725,000 tons gross and that the probable maximum might be 465 ships 
ace {3,515,000 tons gross. The estimate of the Trade Route Subcommittee, 
which is purely tentative, indicates that 395 vessels of about 3,900,000 
re- fe tons deadweight might be required. Converting deadweight tonnage 
ins- into gross tonnage, the estimate of the Subcommittee on Trade Routes 
will is about the same as the minimum estimate indicated by the Harvard 
‘ted study. 
tain The Harvard study, of necessity, was based upon the use of general 


value and tonnage statistics. Value figures of the United States foreign 
trade for certain prewar years, and certain postwar estimates of the 
value of the United States foreign trade for 1950, were converted into 
cargo tonnage figures which were used to estimate the probable mini- 
mum and maximum number of dry cargo vessels which might operate 
under the American flag during the postwar period. The estimate of the 
Trade Route Subcommittee was made upon a trade route basis. The 
character and volume of dry cargo and passenger traffic moved on each 
trade route by liners and tramps separately during 1938 were studied, 
the representative character of traffic that year was analyzed and the 
volume and type of traffic was adjusted in accordance with the findings. 
Postwar political and economic developments, including the nature and 
extent of the competition which American flag line operators could ex- 
pect to meet, were then®considered. Their influence upon the amount 
and kind of traffic moved during a representative prewar year was meas- 
ured to determine the probable volume and nature of the postwar traffic 
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These cargo data were then used to determine the type of vessel which 
was most suitable and the number of vessels needed for postwar opera. 
tion on each trade route. 

The report of the Trade Route Subcommittee is purely tentative anj 
was made public in order to invite constructive criticism. A full ang 
comprehensive analysis of the comments which are received by the Com. 


mission should be helpful in establishing the foreign trade United States M per 
merchant fleet upon a sound basis. Cer 
Coastwise Trades—Dry Cargo Freighters and Combination Ty pe V esse: Hi mo 
The term “‘coastwise trade” as used in this section of the paper include I 
the trade along the Atlantic and Gulf and Pacific Coasts within conti. car 
nental limits of the United States. It does not include the trade of the Hi rat: 
continental United States carried by vessels through the Panama Canal MM inc: 
or along the Great Lakes. disc 
Normally all coastwise trades of the United States are reserved by inci 
law to American-built, -owned, and -operated vessels; foreign compe [MF of 2 
tition does not exist.” Rail and motor transportation provide the princ- {i for 
pal competition of coastwise water carriers, but their competition, toa per 
great degree, is limited to the carriage of package freight, passengers, MM nex 
and mail. Bulk cargoes, such as coal, phosphate rock, and sulphur, wer fi shir 
transported by water carriers before the war at rates which were so {af gros 
below rates charged by rail and motor operators that no competition fi indi 
between land and water carriers existed for their transportation. Indeed, the 
a number of fertilizer plants located along the Atlantic seaboard had nf be i 
rail facilities for phosphate rock shipments before the war. They de fore 
pended entirely upon water transportation for that commodity. Even high 
lumber, which is classified by the Interstate Commerce Commission af quer 
package freight, is transported chiefly by water. anti 
The number of coastwise freighters and the amount of their carrying befo 
capacity which may be anticipated during the postwar period must J cons 
estimated in general terms since no forecast has been made of the quar- J larg: 
tity and kind of traffic which may be available for water carriers. Te mini 
following table shows the number of cargo vessels and gross tonnage verti 
actively engaged in the coastwise trades for selected years.*® anal) 
Year No. of Gross Year No. of Gross 144 
Freighters Tons* Freighters Tons* Co 
1923 230 647 ,007 1933 217 719,371 
1926 281 793,947 1936 243 816,211 and | 
1929 226 670,949 1937 241 835, 434 the c 
1930 241 736,164 1939 229 806,610 sb 
ond. ross tonnage is used in this table since deadweight tonnage is not available pro ® 130.4 
7 See Shipping Act of August 18, 1914, and Merchant Marine Act, 1920, Sections 22 ani% there 
® United States Maritime Commission, Division of Economics and Statistics, Employ . 

of American Flag Steam and Merchant Vessels of 1,000 gross tons and over, for the quar# . ns 


ending June 30, 1923-41. 
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which This table shows that the gross tonnage of freight vessels had increased 
ypera- Me somewhat during the thirties when industry in the United States was 
operating usually under depressed conditions. It would appear, there- 
e and Ml fore, that the tonnage of the coastwise fleet of dry cargo freighters had 
] and MM increased slightly more than the rate of industrial activity. Since the 
Com. ME volume of traffic which they carried also increased during the same 
States [MM period, it is possible to be mildly optimistic concerning its future size. 
Certainly, the competition of land transportation agencies cannot be 
esse. He more severe during the postwar period than it was before the war. 
cludes In forecasting the probable size of the coastwise postwar fleet of any 
conti- MM cargo freighters, it is well to bear in mind that the industrial activity 
of the MM rates’ for the years 1929 and 1939 were 110 and 113 respectively, an 
Canal MM increase of 2.7 per cent and that the gross tonnages of the fleet under 
discussion amounted to 671,000 tons and 807,000 tons respectively, an 
ed by MM increase of 20 per cent. During World War II an industrial activity rate 
ompe fe of 239 was attained, a figure which indicates a peak level of production 
rind: for some time to come. How high the rate will be during the postwar 
1, toa period is anyone’s guess. It should range between 150 and 200 for the 
ngers, me next several years. If so, a fleet of 1,070,000 tons gross and about 200 
-, wert{mm ships at the lower level of industrial activity and a fleet of 1,430,000 tons 
so {arf gross and about 265 ships at the higher level of industrial activity, is 
ctition mm indicated. Higher vessel speeds will reduce those estimates. However, 
ndeed, Mm the speed of the postwar coastwise fleet of dry cargo freighters will not 
nad nofl™ be increased to the same degree as has been tentatively decided for the 
ey de@MM@ foreign trade fleet of cargo vessels. Port calls are more frequent and 
_ Even high speed is not always essential except for package freight. Conse- 
sion af quently, an increase of 10 per cent in speed is about all that may be 
anticipated. Furthermore, many coastwise operations were unprofitable 
rryingi™ before the war; many lines operated at a loss. Taking these factors into 
‘ust eM consideration, the coastwise dry cargo fleet of freighters may be not 
quai larger than 1,200,000 tons gross comprising about 220 ships and the 
‘s. The minimum may be about 960,000 tons gross and about 175 ships. Con- 
onnagelimm Verting gross tonnage into deadweight tonnage, the postwar fleet under 
analysis may comprise 1,800,000 tons deadweight as a maximum and 
- 1,440,000 as a minimum. 
Coastwise Passenger Vessels. An estimate of the number of passenger 
211 and combination passenger-cargo vessels which may be anticipated in 


- the coas twise trades cannot be based upon the rate of industrial activity. 

WP fae SS of June 30, 1939, there were 37 vessels of 178,842 tons gross and 
139,458 tons deadweight actively engaged as passenger carriers; in 1929, 

“Te were 77 vessels of 313,319 tons gross.'® 

yloyment 

» quarte * Federal Reserve Board Combined Index. 


“ Deadweight tonnage data are not available for 1929. 
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These data show that the number of coastwise passenger liners has 
declined drastically. The decline is due largely to rail and motor compe. 
tition and changing travel habits. No change in that competitive situa. 
tion can be foreseen. Consequently, an optimistic forecast for vessels 
carrying passengers in the coastwise trade cannot be made. 

It would not be advisable to forecast a larger number of coastwise 
passenger and combination type ships for postwar operations than were 
actively engaged in 1939. Indeed, it appears that fewer vessels will be 
operated. Since a minimum estimate must be based upon grossly inade- 
quate data, none will be made. 


Noncontiguous Trades—Dry Cargo and Combination Type Ships 


Alaska, Hawaii,and Puerto Rico are the only noncontiguous territories 
of the United States included in this category. Other United States out- 
lying territories are served by both foreign and American flag vessels 
and their shipping requirements are included in the foreign trade esti- 
mates given above. But these three territories normally are restricted 
by law only to American-built, -owned, and -operated ships, and they 
must be discussed as a separate unit. 

Competition which American vessels may be expected to meet during 
the postwar period will come almost entirely from air carriers for pas- 
senger and mail traffic. Ship operators specializing in serving these three 
areas, especially Hawai and Puerto Rico, will also be required to meet 
the competition of other ship operators engaged principally in serving 
foreign countries; however, their carryings are not heavy. 

Traffic between the United States and the noncontiguous territories 
under analysis has increased. Imports are chiefly products of extractive 
industries—sugar and pineapples from Hawaii; sugar and some fruits 
from Puerto Rico; and canned fish, lime, and copper from Alaska. The 
products from Puerto Rico and Hawaii possess a fairly stable and in- 
creasing demand and imports into the United States from these two 
territories reflect these two conditions; during every year of the 1930-39 
period that traffic was heavier than for any year during the 1920-29 
period. Imports into the United States from Alaska, however, have not 
increased to the same degree between 1929 and 1939. Exports from the 
United States to the three noncontiguous territories have also increased 
in quantity, but they are not as stable as imports. Since those territories 
do not possess a manufacturing industry of any real significance, except 
those closely related to the commodities which they produce in large 
quantity, they depend chiefly upon the United States for the manuiac- 
tured products which are needed. Both imports and exports should 
increase during the postwar period but the increase should not be great. 
A computed projection based upon 1935-39 data indicates an increase 
of about 30 per cent by the year 1950. 
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How large a fleet can the three territories absorb during the postwar 
period? The following table indicates the change in the size of the fleet 
which has served them for selected years." 


tua- 
ssels Freighters Combination Ships 
: Year No. Gross Tonnage* No. Gross Tonnage* 

1923 22 76,577 17 91,059 

wise 1927 28 101 ,679 20 121,848 
1929 42 165,260 19 120,392 

vere 1932 46 208 ,252 17 102,800 

l be 1936 49 222 ,654 14 89,738 

1937 60 283,682 13 88,172 

ade- 1938 63 311,658 10 72,866 
1939 49 259 , 836 10 73,309 
1940 53 273,926 9 72,342 


* Gross tonnage is presented in this table because deadweight tonnage data are not available 
rior to 1932. 


The data presented in this table show the number of vessels and their 
tonnage which has been engaged predominantly in the noncontiguous 


sels 
ssti- trades during the quarter ended June 30 of each year. Consequently, it 
does not show the number of vessels used irregularly in those trades or 


which have been put in service for a few weeks prior to the end of the 
quarter. It will be necessary, therefore, in estimating future require- 
ments for those trades, to use the data presented above merely as a 
guide and to increase the number of vessels to take care of the ships 
which are not included for the reasons stated. _ 

The table shows that the number of dry C. “go freighters and their 
gross tonnage has increased substantially betv: een 1923 and 1940, but 
that the number of vessels engaged in the transportation of passengers 
and their gross tonnage has declined. 

Since it has been assumed that freight traffic during the early postwar 
period should be about 30 per cent heavier than it was before the war, 
the demand for water transportation space will increase. However, the 
increased demand for ship space will not be reflected proportionately in 
the number of dry cargo freighters employed; faster and larger ships are 


wo 

: to be employed, especially in the Hawaiian trade. Consequently, the 
19 increase in the number of such vessels will be slight; vessel tonnage, on 
a” the other hand, should be somewhat larger—probably by about 10 per 
the cent. 

ond It would appear that the range between the minimum and maximum 
stos number of freighters should not be wide because of the stability of the 
nt trafic for each year as a whole. However, marked seasonal variations 
wee are present in all three trades, especially the Alaskan where a number of 
fac- vessels are laid up during the winter. Peak movements in the Hawaiian 


and Puerto Rican trades are taken care of by additional vessels which 
usually operate in other trades and which have been included in the 
tumber of vessels required by those trades. 


* As of the quarter ending June 30 of each year. 
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It would be desirable, therefore, to consider as minimum the average 
number and tonnage of vessels used during the 1936-40 period. Fo 
maximum postwar requirements, it is desirable to add about 20 per 
cent. Accordingly, about 55 dry cargo freighters of about 400,000 tons 
deadweight would be needed as a minimum and about 66 dry carg) 
freighters of about 490,000 tons deadweight might be required as , 
maximum. 

In view of the steady decline in the number of passenger carrying 
vessels, it is not possible to forecast an increase in their number. They 
should be greater in number than is indicated by the above table since 
few of the combination type vessels engaged in the Alaskan trade are 
reported as of June 30 of each year. Consequently, it is possible that 
15 passenger and passenger-cargo vessels of about 70,000 tons dead. 
weight may be operated as a minimum and 20 such vessels of about 
95,000 tons deadweight may be operated as a maximum.” 


Intercoastal Shipping Requirements—Dry Cargo and 
Combination Type Ships 


The competition which United States ship operators will meet on 
this route is limited almost entirely to that provided by transcontinental 
railroads. Except in certain emergency situations, the trade is limited 
by law to vessels built in the United States and owned and operated by 
United States citizens; no foreign flag competition is allowed. Because 
of distance, motor competition will be negligible. Air competition will 
be no factor as, before the war, railroads carried the traffic that required 
speed. Rail competition was keen before the war and may be expected 
to remain so in the future. 

Although lumber and its products and iron and steel and their prod- 
ucts dominated eastbound and westbound shipments respectively, « 
substantial variety of other commodities moved before the war in each 
direction. Dry cargo traffic in both directions has declined; in 1929, it 
amounted to about 7,000,000 tons but by 1939, it totaled 6,241,000 
tons, a fairly high movement compared with the carryings of the pre- 
ceding eight years. As a result of the decline in traffic during the 1930 dec- 
ade and a better adjustment of vessel supply to the demand for ship 
space, the number of dry cargo vessels has decreased as shown for 
selected years in the following table. 

Although the industrial activity rate for the years 1936, 1938, and 
1939 was slightly higher than the rate for the years 1923, 1927, and 
1929, the number of vessels and their gross tonnage declined substan- 

2 The deadweight tonnage of a dry cargo freighter is estimated usually as 50% greater 
than its gross tonnage. For combination and passenger ships, no fixed ratio can be used. In this 


study, past experience for all the ships used in the noncontiguous trades as a group has been 
used to convert gross tonnage into deadweight tonnage. 
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Year 


1935 
1936 
1938 
1939 


* As of the quarter ending June 30 of each year. 


tially. Consequently, too much reliance cannot be placed upon the in- 
dustrial activity rate to indicate the size of the postwar intercoastal 
fleet. It seems that the intercoastal dry cargo movement has reached a 
level which will be maintained for a considerable period of time. As- 
suming that such a conclusion is correct, the postwar intercoastal fleet 
of dry cargo freighters which will comprise faster vessels than were 
employed before the war, should range from a minimum of about 105 
ships of 925,000 tons deadweight to a maximum of about 120 vessels of 
1,050,000 tons deadweight. 

The number of combination passenger and cargo vessels employed 
on the route before the war was small. Between 1923 and 1940, from 
6 to 11 vessels of that type were employed predominantly on the route 
in the quarter ending June 30 of each year. In addition, the round-the- 
world vessels operated by the American President Line served the route 
westbound. The latter fleet was included in the estimated postwar for- 
eign trade fleet and therefore cannot be considered again. Since several 
thousands of passengers were carried each year in both directions, it 
appears that there is a place for about six combination type passenger 


and cargo vessels of about 60,000 tons deadweight in the intercoastal 


Tanker Requirements 


Tankers are used mostly for the transportation of petroleum and its 
products, but a few are required to carry molasses and vegetable oils. 
This paper will discuss only the United States tanker requirements to 
transport petroleum and petroleum products because almost all tankers 
are used for that purpose. 

More tankers are needed for the domestic trades than for the foreign 
trade; the requirements of the latter, while substantial, are less than 
those of the former. Mest of the domestic tankers are used in the coast- 
wise trade, especially along the Atlantic and Gulf seaboards. Inter- 
coastal and noncontiguous requirements for tankers are small. In the 
foreign trade, the need for tankers in the export trade is greater than 
the need for tankers in the import trade, not because larger cargo ton- 
iages are involved, but because distances are longer. 

Domestic Trade. A projection of 1924-39 petroleum production of the 
United States indicates that crude petroleum production for 1950 will 
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be about 231 million long tons. In 1939, about one-half of the totg| 
United States production was transported by domestic seagoing tankers 
Assuming that the same proportion will be carried in 1950, it appears 
that about 116 million long tons of cargo will be moved by tankers jp 
the domestic trades. Since about 98 per cent of the 1939 United State; 
domestic water-borne movement of petroleum was in the coastwig 
trade and 1 per cent each was in the intercoastal and noncontiguous 
trades, it is probable that tankers will be required to carry 113,680,000 
long tons of petroleum in the coastwise trade and 1,160,000 long tons 
each in the intercoastal and noncontiguous trades. Assuming the use of 
T-2 type tankers, the largest single group of modern tankers possessed 
by the United States, it is estimated that 271 tankers of about 4,550,000 
tons deadweight, 7 tankers of 117,000 tons deadweight and 3 tankers of 
50,000 tons deadweight will be required for the United States coastwise, 
intercoastal, and noncontiguous trades as a maximum. 

The minimum postwar United States requirements for tankers may 
be obtained by modifying the proportion of petroleum and products 
which will be carried by water. Assuming that only 40 per cent of the 
total United States crude oil production is carried by tankers, the nun- 
ber of such vessels will be reduced to 224 of about 3,600,000 tons dead- 
weight for all three trades. 

Import Trade. Imports of petroleum into the United States during the 
postwar period will probably be larger in quantity than before the war 
and most of the imported petroleum should come from the Caribbean 
area where important oil fields are now being developed. In view of the 
uncertainty surrounding the quantity of petroleum imports, it is de- 
sirable to estimate the number of T-2 type tankers required on the basis 
of minimum and maximum ranges. 

The largest annual volume of imports since 1923 occurred during the 
period 1928-30, inclusive, and therefore the average annual quantity oi 
petroleum imported during those three years has been selected to de- 
termine the maximum number of tankers required for the import trade. 
The years 1937—39 were selected to determine the minimum number o! 
tankers which may be forecasted for the import trade, not because the 
smallest volume of petroleum was imported during those years, but 
because the volume of imports was higher than it was during the de- 
pression years of the 1930 decade and less than it was during the pros 
perous 1920 decade. Since industry in the United States was depressed 
between 1937 and 1939, it seems that the selection of that period as 
measuring the lower range is conservative. 

Using these two periods as bases, the minimum quantity of petroleum 
that may be imported is about 19 million long tons and the maximum 
quantity may be about 31 million long tons per year. United States flag 
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tankers may be expected to carry about 9 million tons at a minimum 
and about 15 million tons at a maximum since during the five-year 
period 1936-40 they carried 48 per cent of the United States total pe- 
troleum imports. To carry these traffic volumes, approximately 23 
tankers of about 386,000 tons deadweight would be needed as a mini- 
mum and about 38 of approximately 640,000 tons deadweight would 
be required as a maximum. 

Export Trade. Exports of petroleum and products from the United 
States are expected to decrease sharply during the postwar period.” 
The development of oil fields in Saudi Arabia and Iraq, the increasing 
importance of the Netherlands East Indies fields and much lower oil 
shipments to Japan, now that its military requirements will be negligible 
jor some time to come, will result in a very substantial decrease in the 


erage during the 1937-39 period. 

Using the above estimates as a basis, exports of petroleum should 
amount to 9,450,000 tons as a minimum and 10,500,000 long tons as a 
maximum. These traffic estimates, adjusted to anticipated changed 
world markets and the proportion which United States flag tankers may 
be expected to carry, indicate that about 10 tankers of 168,000 tons 
deadweight would be necessary as a minimum and about 13 tankers 
of 220,000 tons as a maximum. 


Summary and Conclusion 


World War II has brought about a tremendous change in the size and 
quality of the United States deep-sea merchant marine. It is estimated 
that this fleet will number about 6,000 vessels of 60 million tons dead- 
weight and that it will be approximately five times larger than it was 
before the war and constitute about 60 per cent of the estimated world 
merchant tonnage by the end of the year 1946. Obviously, all these 
vessels cannot be operated by the United States in its foreign and 
domestic trades. 

Most of the merchant fleet under United States registry is owned and 
controlled by the government. Since the United States is definitely com- 


problem of disposing its vast holdings of merchant vessels. It must 
decide how much tonnage its citizens can operate successfully on its 
various trade routes, the proportion of its foreign trade that should be 
carried by United States flag vessels, the best methods of transferring 
ships to private ownership and operation, and the size of the reserve 


Exports of refined petroleum products may be large for a time because so many European 
‘retineries have been destroyed. 
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Although the United States possesses an enormous fleet of merchant 
vessels, a large proportion of its dry cargo ships and a substantial pro. 
portion of its tankers are not ideally suitable for postwar competitive 
conditions. Military requirements for vessel carrying capacity were so 
compelling that vessels were built which, at the time, were known not to 
be of value for long-term use. No other policy could have been adopted; 
otherwise the war might have been lost or its duration would have been 
unduly prolonged. 

Any present estimate of postwar United States shipping requirements 
must be an approximation which is of value merely as a guide. It must 
be considered tentative and provisional in character. The probability 
of the accuracy of such a forecast depends partly upon the validity of 
the data upon which it is based and partly upon the methods employed 
in projecting historical data, whenever the use of such methods is 
justifiable. In the last analysis, the probability that such a forecast falls 
within a reasonable range of accuracy depends in large measure upon 
the study and integration of intangibles which, although difficult to 
express quantitatively, must nevertheless serve as guides for basic as- 
sumptions. In this paper, various bases were used to estimate the 
probable number of vessels and size of the fleet because a common 
denominator was not available for all routes. It must also be emphasized 
that complete details could not be given to show how a conclusion was 
reached as to the number of vessels required; to have provided that 
information, the paper would have been considerably lengthened. 


Deadweight Tons 
Type of Vessels Number (Thousands) 
Trade Route 
Minimum Maximum Minimum Maximum 
Total 1,045 1,196 11,081 13,103 
Dry cargo freighters 659 730 6,005 6,580 
Foreign 324 324 3,240 3,240 
Coastwise 175 220 1,440 1,800 
Intercoastal 105 120 925 1,050 
Noncontiguous 55 66 ‘400 490 
Passenger and passenger-cargo 129 134 922 947 
Foreign 71 71 652 652 
Coastwise 37 37 140 140 
Intercoastal 6 6 60 60 
Noncontiguous 15 20 70 95 
Tankers 257 332 4,154 5,577 
Foreign 33 51 554 860 
Coastwise 215 271 3,450 4,550 
Intercoastal 6 7 100 117 
Noncontiguous 3 3 50 50 
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The preceding table summarizes the probable minimum and maximum 
number of vessels and their respective deadweight tonnages which may 
be operated on each of the four major United States shipping trade 
routes. 

This table shows that United States postwar shipping requirements 
for the foreign, coastwise, intercoastal, and noncontiguous trades are 
estimated to be 1,045 vessels of about 11,100,000 tons deadweight as a 
minimum and 1,196 vessels of approximately 13,100,000 tons dead- 
weight as a maximum. Although the United States will possess about 
6,000 vessels of 60 million tons deadweight, certain types of ships will 
be in short supply. 

Requirements for large dry cargo freighters of the C-1 and C-4 types 
can be fully met, and probably for the C-2 type. It is doubtful, however, 
if a sufficient number of C-3 type freighters are available to meet the 
demands of United States flag operators. There is also a shortage of 
passenger type vessels, combination passenger and cargo type ships, 
refrigerator vessels, and small carriers for the coastwise trade. Con- 
sequently, a substantial number of dry cargo and passenger vessels still 
must be constructed. 

The supply of modern large tankers is more than adequate to meet 
the demand of United States flag operators and the number of small 
and specialized types of tankers should be sufficient to meet all reason- 
able needs. It is doubtful if any tanker construction will be necessary for 
a number of years. 

If the United States should decide to engage in the tramping trades, 
the foreign trade fleet will be increased in number and size. At present, 
no decision has been reached with respect to this matter; consequently 
itis impossible to estimate the volume of tramp tonnage which might be 
operated. Without government assistance, only a few tramp vessels will 
be operated under the American flag. 

in addition to the volume of shipping tonnage which has been 
estimated above, about 3 million tons deadweight may be operated on 
the Great Lakes and about 2.5 million tons may be operated on inland 
waterways. It is possible, therefore, that the minimum postwar United 
States shipping requirements excluding those for tramp vessels will be 
about 16.5 million tons deadweight as a minimum and about 18.5 
million tons deadweight as a maximum. Of this tonnage, only the 
vessels engaged in the foreign trade are eligible for operating differential 

subsidy aid; of the lines engaged in that trade, a few operating a sub- 
stantial number of vessels either will not request or will not be granted 
such aid. 

The difference between the vessel tonnage required for active com- 
mercial operation and the total vessel tonnage registered in the United 
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States will not be entirely available for sale to foreign ship cperators, 
The United States Army and Navy will insist upon operating certain 
vessels and upon the maintenance of a large reserve fleet of suitable 
types of vessels. No definite decision has yet been reached as to the 
number of vessels which those military departments wish to operate or 
to place in reserve, but studies of those two problems are in progress, 

While a very large proportion of the active United States merchant 
marine will consist of modern types of vessels especially designed for 
the trades in which they operate, such a condition will not be permanent. 
That fleet was built within a period of a few years and consequently its 
vessels are of about the same age and they will become obsolete at 
about the same time. Superior national merchant fleets consist of vessels 
of various ages, mostly under fifteen years of age, so that only a rela- 
tively small proportion becomes obsolete each year. In fifteen years, 
most of the present American modern tonnage will be approaching 
obsolescence and must compete with foreign flag tonnage which will be 
more modern and of better quality. As a result, the present competitive 
advantage possessed by the American foreign trade merchant marine 
will not be of long duration. Its immediate future is bright, but steps 
must be taken to correct an undesirable condition created by World 
War II when almost the entire American merchant fleet was built ina 
short period of time. 
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UNITED STATES SHIPPING POLICY AND 
INTERNATIONAL ECONOMIC RELATIONS 


By Henry L. DEIMEL, JR. 
Department of State 


I. The Problem 


The shipping policy of the United States declares and provides for the 
promotion of national shipping and shipbuilding. This policy has de- 
veloped through several decades of experience marked by successive 
instances of major shipping legislation. In all the major shipping acts 
enacted since the close of the first World War, the policy of .aiding and 
promoting the national shipping and shipbuilding industries has been 
positively declared by Congress, and supported by provisions for 
government assistance. These provisions have not been as extensive as 
desired by protagonists of national merchant marine expansion. Thus 
the direct subsidy provisions advocated in the early twenties were not 
enacted. Nor have proposed measures of shipping promotion been 
umanimously agreed to nor fully implemented. Treaties of commerce 
and navigation providing for national and most-favored-nation treat- 
ment of shipping were not denounced for the purpose of opening the 
vay fer flag discrimination in foreign trade policy. New treaties of 
ommerce and navigation concluded after the first World War con- 


shipping. Trade between the continental United States and the Philip- 
pines was not brought within the trades reserved to United States flag 


measures of direct and indirect assistance to shipping. 

As formulated in the Merchant Marine Act of 1936, the national 
shipping policy declares for a national merchant marine privately- 
wned and operated with a trained citizen personnel, composed of 
modern vessels constructed in the United States, and sufficient to carry 
the domestic water-borne commerce of the United States and a sub- 
stantial portion of its foreign commerce, and to provide services on all 
essential trade routes. Measures of government assistance provided by 
the Act include provisions for direct subsidization and for tax exemp- 
tion, applicable to operations in essential foreign trade routes only. 
Construction differential subsidies are calculated to offset lower ship- 

iiding costs in foreign yards, and operating differential subsidies to 

‘set lower wage, subsistence, and other operating costs of foreign flag 

mpetitors; also there is hitherto unused provision for countervailing 
subsidies to offset, when deemed necessary, competitive foreign meas- 
wes of shipping assistance. 

In addition to measures of governmental assistance to promote the 
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tinued to provide for national and most-favored-nation treatment of 
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industry, United States shipping policy also includes significant ele. 
ments of government supervision, including supervision of the design of 
subsidized vessels and their operation, of the finances of subsidized 
companies, of the employment and working conditions of seamen, and 
of the shipping conferences through which a measure of stability and 
collaboration in shipping operations is sought through agreements 
within the industry nationally and internationally. 

The successive shipping acts which marked the development of this 
policy all evidenced intent to promote national shipping activity be. 
yond the level achieved by private enterprise alone. Expansion oj 
national flag participation in the transport of the nation’s water-borne 
foreign commerce has been consistently sought. The repeated declara- 
tion of and provision for support and expansion of the national industry 
marks the policy of shipping promotion as one solidly established in the 
structure of national policies of the United States. 

Meanwhile there has also been development of national policies bear- 
ing upon the more general interests of the United States in its inter- 
national economic relations. This development has been most active 
over the course of the last decade. These policies, viewed broadly, have 
an important common feature which is their essence. They seek the 
restoration, maintenance, and development of a system of international 
economic relations of a liberal, multilateral character. Their aim is to 
provide the maximum scope consistent with modern social and economic 
conditions for the exercise of individual initiative and enterprise in the 
competitive conduct of international commercial affairs. Their ob- 
jective is the expansion of mutually beneficial commerce. 

An early but important step in the development of these policies was 
the conclusive adoption and elaboration of the principle of unconé- 
tional most-favored-nation treatment of foreign commerce. This 
principle characterized the commercial treaty negotiations conducted 
by the United States with other countries during the twenties. Follow- 
ing the initiation of the Reciprocal Trade Agreements Program under 
the tariff amendment of 1934, the general principle was substantially 
extended and elaborated. In part this took place through the negotia- 
tion of reciprocal tariff reductions. In important part it also developed 
through the so-called ‘‘general provisions” of the trade agreements 
negotiated by the United States, designed to curb the discriminatory 
and moderate the restrictive application of quotas, exchange restric 
tions, and other controls which flourished in the fertile soil of trade ané 
currency maladjustments of world economic depression. More recently 
the Bretton Woods Agreements have marked the development of policy 
in the field of international financial relationships through the establish- 
ment of new institutions to facilitate commercial enterprise and initia- 
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tive under the circumstances of the present-day world. Important 
support to the same end in connection with the immediate problem of 
world-wide postwar economic readjustment and reconstruction is to be 
seen in the current negotiation of Export-Import Bank loans, and in the 

egotiation of a special loan and trade understanding with the govern- 

nt of the United Kingdom, to provide that government with a 
iasible alternative to the maintenance of severe trade and exchange 
controls during the reconstruction period. — 

a aims and method are to be seen in the currently emerging 
antic ticartel policy of the United States, with its program for the applica- 
tion of the antitrust principles of our domestic economic policy to in- 

national economic relations, as contemplated in the proposed Com- 


The foregoing indicates a difference of principle and objective be- 
tween the general international economic policies and the national 
sipping policy in their bearing upon the international economic rela- 

ns of the nation. This difference might appear to imply a conflict of 
D licies. It would be unfortunate to conclude, however, that such con- 
ict is inescapable and requires sacrifice of essentials on the one part or on 
the other. Each of the policies is in its essential quality important to the 
national interest. It is hard to exaggerate the importance to the United 
States of success in the enterprise of restoring and developing a liberal, 
multilateral system of international commercial and financial relations, 
jesigned to encourage trade expansion and economic growth through 
private enterprise, individual initiative, and commercial competition. 
The alternative would imply the maintenance and elaboration of 
emergency controls over international trade and finance; and would 
lead to a broad extension of the control of international commercial 
operations by agencies of the state over most if not all of the world. 
International economic relations would become characterized by com- 
petition between governments rather than between commercial enter- 
prise. 

At the same time the maintenance of a positive policy of merchant 
shipping promotion is required by important considerations of the 
national interest. In the policy declarations of successive shipping acts, 
including the Merchant Marine Act of 1936, these are expressed as the 

ational defense and the service of commerce. The bearing of shipping 
promotion upon the development of commerce is the subject of con- 
sider rable divergence of views. It warrants further study and analysis 
" economists, on the basis of the industrial characteristics of the 
‘uipping industry and its functioning in the development of national 
and international economy. The consideration of national security 


provides a broad foundation of general agreement as to the significance 
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of shipping policy to the national interest. The importance of an active 
shipping and shipbuilding industry, capable of rapid and great expan. 
sion in emergency, as an essential instrument for conveying military 
striking power abroad in protection of the national security at home. 
has been too well demonstrated by recent experience to require elabora- 
tion here. 

It is therefore important in the national interest that basis be found 
for the development of shipping policy compatible with the develop. 
ment of the general international economic policies of the United States. 
The essentials of the shipping policy required in the national interest 
need to be developed and administered with the maximum possible con- 
sistency with the requisites of broader policies. The latter require to be 
formulated and applied with due consideration for the basic essentials 
governing shipping policy. The problem involved in the bearing oj 
shipping policy upon international economic relations is to find a basis 
for compatibility which will be applicable to current conditions. It 
should be clearly understood and emphasized that this problem relates 
only to the policy of merchant marine expansion through government 
aid beyond the competitive commercial level. No question of restriction 
of national shipping activities on a commercially competitive basis is 
involved. 


Il. The Current Setting 


As the world emerges from global warfare, the United States finds 
itself the one major industrial area of the world facing reconversion 
rather than reconstruction, with industrial capacity enlarged rather 
than impaired. It has become, for the time being at least, the principal 
and essential source cf material assistance to the war-torn countries 
for the reconstruction of their economies. Early and satisfactory prog- 
ress in this reconstruction is of vital interest to the United States, in its 
bearing upon future economic prosperity, and upon the development o! 
a peaceful world. Also, for the same reasons which motivate the broad 
policies of the United States in the field of international economic 
relations, it is important that economic reconstruction be accompanied 
by the concurrent re-establishment and development of the liberal 
system of multilateral trade and exchange relations designed to en- 
courage the sound economic growth of the volume of international 
commerce. 

But the task of world-wide reconstruction is so vast and the need for 
material assistance from the United States so great, if these purpos¢s 
are to be accomplished, as to impose serious strain upon the resources 0! 
the United States during its own period of reconversion, readjustment, 
and fulfillment of war-deferred domestic requirements. It is necessary, 
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therefore, that the assistance rendered be applied to essential needs and 
concentrated upon meeting requirements which the countries seeking 
assistance Cannot economically provide of their own effort. 

When critically essential needs of foreign countries for assistance 
irom the United States are so great, the demands on the supply of 
dollars available or to be made available are so heavy as to require that 
they be devoted to the purchase of indispensables only. They need to be 
used for the acquisition of essential goods and services which must be 
procured from the United States. Under such circumstances the diffi- 
culty of finding dollars to pay for services of United States shipping, 
if the services can be performed by other ships with comparable or even 
greater economy and with less of a payment problem, is evident. 

The war effort of the United States has placed the government of the 
United States temporarily in a dominant position in international ship- 
ping. This results from the tremendous expansion of national shipping 
activity which was necessary to carry the nation’s striking power 
abroad and at the same time provide supplies and equipment for the 
striking power of our allies. Wartime construction of merchant vessels 
in the United States exceeded two-thirds of the total prewar ocean- 
going deadweight tonnage of the entire world. There were transferred 
to Allied nations for wartime operation under the defense-aid principle 
blocs of American-owned tonnage substantial in size by peacetime 
standards. Even so the volume of ocean tonnage actively operated 
under the flag of the United States increased by about five times or 
from about 9 millions of deadweight tons in 1939 (exclusive of laid-up 
tonnage) to about 45 millions in 1945. A proportionate increase was 
necessary in the number of seamen employed. Likewise the operating 
organizations of the steamship companies were called upon to perform a 
vastly expanded scale of operations as agents for the government. 

For all other maritime nations, except for some neutrals and other 
special cases, the impact of war upon their merchant fleets was rather 
lifferent. Operations were generally intensified to meet wartime needs, 
but wartime losses were not fully offset by new construction or other 
tonnage acquisition. The result has been a net reduction between 1939 
and 1945 of about one-third in the total foreign ocean-going tonnage 
Le., excluding that owned by citizens or government of the United 
States), 

At first glance, and in the light of the wartime scarcity of shipping 
space which temporarily and within limits has persisted somewhat into 
the postwar period, this position of apparent strength resulting from the 
tremendous wartime expansion of United States-owned shipping ton- 
iage and United States shipping operations would appear to place the 
United States in a position to maintain a dominant and controlling 
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participation in international shipping competition. Closer analysis 
indicates rather differently. 

In the first place, the over-all tonnage statistics conceal a significant 
factor. Wartime construction of merchant vessels was concentrated 
upon the relatively large ocean freighters and tankers which provided 
the best means of swiftly augmenting the carrying capacity needed to 
support military operations. Wartime losses affected the whole diversi- 
fied range of vessel types. A change in the composition of the world’s 
merchant tonnage has resulted. Losses of smaller coastwise or short-sea 
trading vessels and other specialized types have not been made up. 
Wartime construction of the larger ocean-going freighters and tankers 
has more than offset losses, and the net loss of foreign-owned tonnage of 
these types is less acute than the over-all tonnage statistics indicate, 
By the same token the preponderance of this type in the postwar mer- 
chant fleet of the United States results to a lesser degree in a controlling 
and to a greater degree i in a surplus position than would at first glance 
appear to be the case. 

In the second place, the shipbuilding capacity of foreign yards pro- 
vides a source for the replacement of net tonnage losses of foreign 
nations, enabling them to resume their lower-cost shipping operations 
with new ships over no very extended period of years. Of course the 
exsessive diversion of economic resource and capital abroad from other 
necessary outlets to urgent shipbuilding would affect adversely the 
speed of general reconstruction, and would aggravate the subsequent 
problem of excessive shipbuilding capacity. Disposal of surplus United 
States tonnage to foreign purchasers should serve to mitigate these 
tendencies. 

In the third place, the present exceptional dependence of the world 
upon United States tonnage is limited and temporary. Relief and re- 
construction needs may be expected to employ a substantial volume of 
tonnage for the time being, as illustrated by the transport requirements 
of millions of tons of coal to be supplied from United States sources to 
meet European needs normally supplied from European sources, until 
the latter approach normal production. But such movements are 
temporary and are likely to be more than offset by release of tonnage as 
a result of terminating military uses. Already more than three hundred 
ships are laid up, many of them consisting of unfinished hulls or vessels 
so damaged as not to warrant repairs under present circumstances. 

The fact that shipping operations under the United States flag cannot 
be maintained at or near their wartime peak is generally recognized. 
Even the more optimistic estimates from sources informed on the 
subject do not contemplate the continued active operation under the 
United States flag of more than one-third of the tonnage presently 0! 
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United States ownership. More conservative estimates point to a con- 
siderably smaller fraction. Preparations for permanent lay-up sites 
imply official recognition of the prospect that there will be a surplus of 
tonnage. The shipping position achieved by the United States as a 
result of its war effort implies an inevitable postwar readjustment of 
major proportion. The complexity of this readjustment is increased by 
various other factors. 

There is the termination of the wartime international shipping control. 
The United Maritime Authority expired on March 2. Some temporary 
arrangements for continued international collaboration on programs of 
general interest, such as the transport requirements of UNRRA, will 
be needed. Proposals to continue international control of postwar com- 
mercial shipping operations akin to wartime control may be expected. 
Support for such proposals will be sought in the belief that the antici- 
pated general development of international collaboration in the handling 
of problems of international interest should include international peace- 
time shipping collaboration. But proposals for shipping controls of war- 
time character are likely to contemplate something in the nature of an 
international shipping cartel which would tend to prevent or restrain 
shipping readjustment to postwar conditions. It is unlikely that ade- 
quately broad international agreement could be achieved in time to 
make such control effective in the present situation even if the policy of 
attempting to do so were adopted. The development of desirable meas- 
ures of international shipping collaboration on the basis of broad peace- 


forward to. But it can hardly be brought to fruition so rapidly as to 
precede a substantial degree of readjustment in international shipping 
and the clarification of the postwar pattern of international shipping 
competition. 

On the other hand, since the established national shipping policy is to 
promote national participation in international shipping operations 
above the level which private commercial enterprise would support 
without government assistance, the readjustment from the wartime 
scale of operations cannot be left to find its own level. A clear deter- 
mination of the appropriate level is necessary. 

The foregoing considerations indicate the problems and difficulties 
involved in the postwar readjustment which faces the shipping industry 
of the United States. But there are also important favorable factors. 
The wartime shipping expansion has resulted in a great increase in 
experience and activity for the national shipping industry. Just as after 
the last war the industry maintained a substantial expansion over its 
prewar level, so after this one the maintenance of a further expansion 
over prewar operations can reasonably be expected. This is the more 
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likely to the extent that the shipping and shipbuilding industries pro. 
vide scope for, and witness, the introduction of new techniques adapted 
to American conditions and ingenuity. At the same time the financia| 
position of the shipping industry of the United States is vastly improved 
over prewar. Receipts from operating earnings, from insurance for lost 
vessels, and from requisition have amounted to large totals, even 
though restrained by government policy. 

An important step toward effective shipping readjustment is to be 
seen in legislation providing fer the sale of the government’s fleet of 
war-built merchant vessels. By providing for the sale or charter of 
vessels to citizens on a statutory price basis far below wartime con- 
struction costs, the legislation establishes a source for reconstitution of 
the operators’ fleets with modern vessels. By providing for sale of vessels 
to foreign purchasers on the same price basis, it makes available a yast 
amount of useful tonnage to aid the process of world-wide tonnage 
readjustment and economic recovery. By providing for the lay-up of 
unsold vessels in a national defense reserve, it contemplates the sealing 
up of surplus tonnage to prevent its overhanging the market and unduly 
depressing rates. It may prove that a more flexible measure, more 
liberal with respect to disposal abroad, would better serve the shipping 
and general interests of the United States. A more rapid and effective 
shipping readjustment, with a speedier and more favorable return to 
more normal conditions under which the long-range policies of national 
shipping promotion become effectual, might be served by a broader 
recognition of the international aspects of the ship disposal problem as 
an important element in world-wide shipping readjustment. The legisla- 
tion does, however, provide a definite and reasonable basis for the dis- 
posal of the gigantic war-built merchant fleet of the United States. 

All in all, the position and prospects of the shipping industry of the 
United States are not necessarily dark, if the complex problem of the 
present and near future is clearly understood and appropriately dealt 
with. This implies, however, that the relationship between the national 
shipping policy and the international economic relations of the United 
States be understood, and that the divergence between shipping policy 
and broader international economic policies be harmoniously resolved, 
without sacrifice of essentials on one part or the other. 


III. Current Discussion and Argument 


An interesting aspect of recent discussion of the postwar shipping 
problem is the recognition that the present situation is not unprec- 
edented. Frequent assertions that “the mistakes of the last time’ must 


be avoided proceed from the realization that a quarter of a century ag0 
the shipping position of the United States was in many respects not 
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unlike that of today. Indeed, the same is in a measure true of our general 
international economic position. 

Then as now, wartime necessity had brought about a large wartime 
merchant shipbuilding program, and with it an accompanying expan- 
sion of shipping operations over the prewar scale. Then as now, a war- 
time expansion in national industrial activity contrasted with im- 
poverishment of the areas of combat; then as now economic recon- 
struction abroad, important to our own national interests, called for a 
substantial outflow of credit; and underlying the general situation, 
though fully revealed only after the onset of widespread depression a 
decade later, were similar elements of maladjustment in international 
balances of payments and tendencies toward restriction and bilateralism 
in trade and exchange. The abrupt transition of the United States from 
debtor to creditor position led to the problem of scarcity of foreign 
dollar income in relation to foreign needs for purchases from the United 
States and in relation to the export capacity of the United States which 
characterizes the situation today. In specific detail these two situations, 
a quarter of a century apart, differ greatly. Their essential difference, 
however, is in scope and intensity. As the scope of the earlier war was 


ing # essentially continental and of the late war global, so have the problems 
‘ive #@ of shipping readjustment and of general economic readjustment be- 
| to come global. 
mnal It might be assumed that with this precedent as a guide we should be 
der J able to avoid its errors. It might as easily be assumed that the likeness of 
1 a8 @® the essential factors points to a repetition of preceding experience. In 
sla- #@ the policies and lines of action currently being formulated and taken by 
dis- # the United States in its general economic relations, there is much ground 
. for anticipation that substantial benefit will be drawn from previous 
the # experience. With respect to shipping, this is less evident. 
the Discussion of shipping policy is not free from timeworn doctrinal 
lealt controversies. The sterility of these controversies with respect to the 
onal i problem of developing the national shipping policy in harmony with the 
ited MM nation’s broader interests in its international economic relations is in- 
slicy GH dicated by a brief summary of their essence. 
ver Argument on the one side rests essentially upon the classical economic 
doctrine which explains the determination of prices and the conclusion 
oi business in a free market by the impact of the factors of demand and 
. supply upon each other, operating through the competition of private in- 
pins @ dividual enterprise. This doctrine is readily applicable to certain sections 
prec Hi of shipping activity, notably the tramp charter markets. Here marginal 
mus! Mi difference in rates, spot and forward position of ships, accurate in- 
y af telligence of fluctuating markets, and swift business decisions are of 
5 no 


primary importance. The flexibility of ocean transportation, developed 
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under the tradition of freedom of the seas, is here turned to fullest ac. ee 
count. This doctrinal approach leads to the conclusion that the conduct _ 
of shipping operations is performed in the most economic manner and ia 
in the greatest general interest when left to its own self-adjustment. "bs 
and that measures of governmental interference, control, direction, or ( 
promotion are in general to be avoided. Of course this argument rests on hes 
a partial exposition only of the characteristics of the modern shipping me 
industry; and neglects important considerations of national policy in. ad 
cluding security considerations. ail 
The other side presents an approach entirely different in character, a 
Its premise is that a national shipping industry participating in the asp 
transport of the nation’s foreign commerce is an indispensable part of of t 
the national equipment. In part this premise is based on national de- tot 
fense considerations and in part upon the contention that a national ac 
merchant marine is necessary to promote the nation’s foreign commerce. the 
The latter contention rests on various statements, such as that “trade was 
follows the flag,”’ that ships flying the national flag in foreign ports have pay’ 
a prestige and advertising value useful to the promotion of commerce, ai 
that in time of emergency only a nation’s own vessels can be relied upon dn 
to serve its needs, and that national shipping provides more direct and wt 
better services. The provision of direct services by operators using wee 
vessels registered in a third country is, however, not regarded with tota 
approval. Such operators are regarded as interlopers in business which or lit 
rightfully belongs to the shipping of the countries directly concerned #4, 
This view that the transport of foreign commerce belongs to the # ..) ; 
shipping of the countries directly concerned constitutes a second basic ,.,:, 
premise in the argument. It is essentially an application to international # ...., 
shipping of the widespread view that a country’s domestic market ..., 
belongs to the national producers. Its use as an argument in support of shipy 
government aid to shipping is by no means confined to shipping in- ail 
terests of the United States. It is generally to be encountered wherever shipy 
national maritime ambitions exceed national shipping activity. Since hie 
at least two countries are concerned in each application of this doctrine Bu 
to international shipping, two claimants to the “right” to transport... 
particular flow of cargoes may appear. A consequent modification in thea p, op 
doctrine results in the “50 per cent” doctrine—the “fifty-fifty” principe og. 
that allocates to each claimant the right to carry one-half of the cargos 
transported between their ports. Sometimes this is further developed bs dis 
into the right to carry one-half plus whatever part of the other half tej ' 
other claimant fails to carry in its vessels. This doctrine, literally ¢0- subje 
forced in each trade, would of course work to deprive the world’s 4 q,.4. 
ternational commerce of the benefits and economies of the roundabou'gy ‘ 


tramping operations which serve to provide low-cost transport servic 
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where economy of transport costs is most essential. The doctrine is 
never enforced to this extent, however, and not infrequently it is 
generalized into the conception that every maritime country has the 
right to transport in its own vessels at least one-half of its total sea- 
borne foreign commerce. 

Clearly these opposing ideologies are so widely divergent in their 
basic premises and rationale that the resulting controversies, while 
useful perhaps as exercises for sharpening logic or polishing rhetoric, 
cannot lead to reconciliation of their opposing conclusions. Some prog- 
ress toward reconciling the requisites of shipping policy with the es- 
sentials of international economic relations is, however, to be seen in one 
aspect of current discussions. This is the currently renewed discussion 
of the relationship of government aid for merchant marine expansion 
to the international balance of payments. This has long been the subject 
of controversy. Recently the statistical estimates and data available on 
the international balance of payments of various countries, and partic- 
ularly the very searching and detailed annual studies of the balance of 
payments of the United States prepared and published by the Depart- 
ment of Commerce, have given a new turn to these discussions. On both 
sides support is sought in statistics. The argument itself has continued 
to be controversial rather than conclusive. There is disagreement as to 
whether shipping services are equivalent to 2 or 5 per cent of the export 
total and whether whatever the percentage may be is relatively much 
or little. The logic of balance-of-payments analysis is not always clearly 
understood. Thus it has been suggested that export industries which 
sell in foreign markets should curtail their sales and thereby reduce their 
drain on foreign dollar receipts. It is argued that the shipping industry 
should not alone be ‘‘picked on” for this purpose. Again, therefore, it 
must be emphasized that there is no question of curtailing national 
shipping operations below their competitive level. The issue is rather 
how far government action should seek to effect expansion of national 
shipping activity beyond the level which commercial operations would 
achieve on a competitive basis. 

But the significance of the balance-of-payments discussions is to be 
seen in the implications and consequences of the resort to statistics. 
Proponents of shipping promotion seek to prove by statistics that the 
eflect of national merchant marine expansion on the balance of pay- 
ments is minor. Thereby they imply recognition in principle that there 
is such effect and that it is measurable. On the other side, the refine- 
ment and cumulation of data serve to throw further useful light on the 
subject, and likewise imply recognition that the question is not one for 
doctrinal economic dissertation but rather for specific economic analysis 
and measurement. 
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IV. Basis for Compatible Development of Policies 


The importance of the balance-of-payments discussions lies not only 
in the light they will throw on the subject as concepts and definitions are 
clarified and more complete data developed. These discussions are also 
important in indicating a procedure for relating shipping policy con- 
siderations to the broader considerations of international economic 
relations. 

The international economic policies of the United States are not 
absolutist or doctrinaire. They are clearly based on essential principle, 
but they permit of adjustment and accommodation to all essentia] 
national interests. The trade agreements policy is not a policy of free 
trade but a policy of moderating trade barriers to the level found by 
specific investigation to be necessary to protect essential national in- 
terests. The Bretton Woods Agreements do not establish untrammeled 
free currency and exchange relations, but seek rather the maximum 
scope for freedom in exchange transactions consistent with essential 
national interests. The proposed program for the restraint of inter- 
national cartelization does not call for the absolute ban of all procedures 
for international commercial stabilization; it even contemplates the 
negotiation of intergovernmental commodity agreements, subject to 
the definition and safeguarding of essential broad objectives and with 
minimum restraint or diversion of trade. Similarly it is possible for a 
positive shipping policy, implemented through administrative pro- 
cedures and decisions based on detailed specific formulation of national 
requirements, to provide the support to the national shipping industry 
requisite to the protection and promotion of the national interest, 
compatibly with the broad economic policies supporting and advancing 
the general national interest. 

The key to this objective is to be seen in the specific formulation of 
the merchant marine requirements essential to the national shipping 
policy. The basis for such formulation is evident in the Merchant 
Marine Act of 1936, which declares for a merchant marine sufficient 
to provide shipping service on all routes essential for maintaining the 
flow of the domestic and foreign water-borne commerce at all times. 
This declaration is based on the requirements of the national defense 
and the development of commerce. The requirements of national de- 
fense involve considerations of military character. Obviously, however, 
they imply a merchant fleet in active operation, and an active ship- 
building industry, to provide a corps of qualified seamen, skilled ship- 
yard workers, operating and management personnel as a basis for rapid 
expansion of shipping and shipbuilding under pressure of emergency. 
Likewise the development of commerce, so far as a national merchant 
marine contributes to it, calls for the assurance of appropriate shipping 
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services on essential trade routes. Hence the clarification of the nature 
of the concept of essential trade routes, the specific formulation of their 
economic character and geographical outline, and the delineation of the 
national shipping services required on these routes to meet the declared 
policy, constitute appropriate procedure in the specific formulation of 
this policy’s requisites. 

[his is clearly in line with the character of the Act of 1936. The 
principal aids to merchant marine promotion provided in that Act are 
contingent upon operations of vessels in essential trade routes of the 
United States. The development of the criteria to govern the determina- 
tion of what essential trade routes are and which are the essential trade 
routes is the responsibility of the United States Maritime Commission. 
Since the establishment of that agency, recurrent study has been given 
to this subject. Recent extensive and detailed studies under the auspices 
of the Commission’s Postwar Planning Committee a few weeks ago 
resulted in the publication of a tentative outline of essential trade 
routes and services suggested as suitable to meet the requirement of the 
Merchant Marine Act. It is important that criticism of detail or specific 
characteristics should not obscure the fundamental importance of this 
line of progressive planning. Objections might perhaps be raised against 
the detailed character of the proposals. The specific enumeration of 
ports and sailings and of types of vessels to be used may appear a 
usurpation of the responsibilities of private enterprise, tending to place 
the operations in a straight jacket of bureaucratic dictation. This 
criticism fails, however, if the proposals are regarded as a tentative out- 
line of one pattern by which the requirements of the shipping policy may 
be implemented, subject to flexible adjustment to meet the reasonable 
position and views of the commercial interests concerned. Similarly, the 
objection that such an outline provides too rigid and fixed a pattern to 
meet the changing requirements of commercial and technical develop- 
ments is met if the essential trade routes and services are made the 
subject of continuing and progressive study and review. The objection 
that such planning provides a narrow, artificial restriction on the ex- 
pansion of the national shipping industry is not valid, since the ob- 
jective of such planning is merely to delineate the specific extent and 
outline of the shipping services which it is the national policy to assure; 
it provides no limitation or restriction on the expansion which the in- 
lustry may seek through commercially competitive enterprise. 

The usefulness of formulating shipping policy requirements in terms 

{ essential trade route services is great. A basis is provided for the 
specific, realistic, and documented examination of policy requirements, 
and for their formulation in a definite, concrete program. The cost of 
such a program, both direct in the form of subsidies and other govern- 
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ment aid and indirect in its effect upon other economic interests of the 
nation through the balance of international payments, can be quantita. 
tively estimated and balanced against the objectives of shipping policy 
thus served. The specific formulation of the requirements of nationa] 
shipping policy should serve to facilitate the development of interna. 
tional shipping collaboration. For by defining clearly and specifically 
the aims and requirements of national policy, a basis is provided for 
dissipating misunderstandings and limiting or resolving conflicts of ob- 
jectives vis-a-vis other maritime nations. And the formulation of na- 
tional shipping policy requirements in terms of a specific presentation 
of the shipping services in essential foreign trade routes which warrant 
the government support authorized by law presents a concrete and 
definite program which can be appraised in terms compatible with the 
broad program of trade expansion through liberal multilateral interna- 
tional economic policies. 
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THE DETERMINATION OF POSTWAR 
OCEAN FREIGHT RATES 


By DANIEL Marx, Jr.! 
Dartmouth College 


Overseas Rates 


Many conditions facing the shipping industry at present are similar 
to those which existed at the close of World War I; but other factors 
such as greater experience with international rationalization of shipping 
in peacetime, somewhat greater emphasis on international economic 
collaboration in general, more concern with the maintenance of full 
employment, and the more pronounced trend towards socialism and 
nationalization of industry in Western Europe are all different. The 
variables to be considered in the determination of ocean shipping rates 
have always been numerous, and many of them have been immeas- 
urable. In addition to all the traditional factors that have influenced 
rates in the past there are the changes in the general milieu brought 
about by the war. No attempt will be made in this paper to present a 
concrete picture of the future; instead, an attempt will be made to 
describe some of the principal variables that will be at work. 

It is well known that at present there is more shipping in the world 
than would have been necessary to carry the volume of world trade 
that moved prior to the war. An excess supply of tonnage, however, is 
not a novel situation. It has existed often, and in fact has been quite a 
common occurrence in most years between 1920 and 1939, as well as 
from time to time prior to the outbreak of the first World War. The fact 
that at present there is a shortage of certain specialized types of car- 
riers, such as refrigerator ships and passenger vessels, will only ag- 
gravate the condition, as the new construction of these types will render 
some of the existing unspecialized carriers even more redundant. This, 
then, is the supply situation—the first important variable to consider. 

But an over- or undersupply is relative to demand. When attention 
is turned to this second fundamental variable, one is confronted by a 
confusion of imponderables; in fact by all those conditions that will 
influence the volume, composition, and direction of international com- 
merce. The most tangible of these, quantitatively speaking, is volume. 

There are numerous factors that are extraordinarily favorable to an 
expansion of world trade. The destruction caused by the war and the 
cessation of preduction of many articles have piled up a large potential 
demand. Much of this demand is effective, for large quantities of dollar 


_' The author wishes to express his gratitude to his colleague, Professor Martin Lindahl, 
lor his careful reading of the manuscript. 
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and sterling exchange are available. Furthermore, large credits will jn 
all likelihood be granted. These circumstances should exist for two or 
three years, but after that the situation is more uncertain. For world 
prosperity to be maintained, reasonably full employment will have to be 
achieved, and this country will have to expand its imports. The neces. 
sity for full employment is, perhaps, more widely appreciated now than 
before, and it is to be hoped that recent emphasis on this problem wil! 
be fruitful. The maintenance of reasonably full employment implies a 
satisfactory level of national income, and this, in turn, involves a larger 
import trade. For a completely satisfactory level of imports, however, 
tariff adjustments and adequate credit facilities are also necessary, 
Many recent developments encourage one to believe that a milieu wil 
be created that will encourage the expansion of multilateral world 
trade; but until actual results are achieved, these factors all remain 
variables, the precise effect of which remains unknown. Above all, 
mutual trust and confidence and political stability are necessary for an 
expansion of foreign trade in the long run. However, when all these 
matters are taken into consideration, it appears that in spite of the 
encouraging future that may exist for world commerce, the volume of 
shipments that is likely to move, after the more pressing military and 
relief cargoes have been accommodated, will probably fall short oj 
utilizing the supply of tonnage that will be available, unless an artificial 
shortage is created by the United States placing extraordinarily large 
amounts of tonnage in lay-up. 

In addition to these major unknowns, there are other variables oj 
considerable importance for the future, such as the effect of industrial- 
ization of backward areas and the effect of synthetics and new sources 
of supply on the volume of trade. While there is much evidence to 
encourage the belief that the industrialization of backward countries 
will increase the value of trade, the effect on volume is less clear. In 
regard to synthetics, Professor Boehler in his ‘‘Memorandum on the 
Technical Long-term Factors in the Reduction of the Volume of Over- 
seas Trade,”’ prepared in 1936 for a joint committee of the Carnegie 
Endowment and the International Chamber of Commerce, stated that 
‘‘most apprehensions in regard to a possible reduction of world trade on 
technological grounds could not be verified in the long run.”’ Neverthe- 
less, these factors remain to contribute uncertainty. In any case, the 
industrialization of raw material producing countries will bring about 
changes in the composition and direction of world commerce. Perhaps 
the general increase in world industrial production will require the 
movement of a vastly larger volume of raw materials. On the other 
hand, the processing of more raw materials closer to the source of supply, 
which will undoubtedly be the tendency in the preparation of weight-los- 
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in ing materials, may leave a reduced volume to move in the overseas trade. 
or Regardless of the relation of the supply of tonnage to the demand for 
ld it, there is every reason to believe that there will be a strong tendency 
be for the actual level of rates to be higher than before the war. All evidence 
e- points to substantial increases throughout the world in the cost of 
an operating vessels. Some of these are definitely war costs; but even with- 
rill out these items, operating costs have increased substantially. Wholesale 
5a prices are up throughout the world, and while the cost-of-living indices 
rer have not risen as sharply, the impulse that higher prices give to demands 
er, ior higher wages is being experienced universally. The price of fuel, both 
ry, coal and oil, is above prewar levels, and, in fact, the high price of coal 
ill has caused greater interest in diesels among British shipowners in spite 
‘Id { their higher original cost. Improvements in the design of propulsion 
‘in machinery, however, might easily offset the higher cost of fuel. Con- 
ll, struction costs have likewise increased, and it is reported that building a 
an new vessel costs twice as much in Great Britain as before the war. To 
Se what extent this is due to boom conditions in British shipyards is not yet 
he clear. Furthermore, the disappearance from the international carrying 
of trades of low-cost, subsidized, Japanese operators has removed a com- 
nd petitor who could operate successfully at lower rates than most. As 
of previously mentioned, however, the general price level is up throughout 
ial the world; so a higher rate level can probably be supported without an 
ge adverse effect on the volume of trade, assuming, of course, that the 


increase in rates for specific commodities is not out of line with the post- 
of war price of that article. 


al- In view of all these complexities, it should be obvious that the prob- 
eS lem of adjusting the supply of shipping to its demand will in all likeli- 
to nood be a most perplexing one. In the unlikely event that demand keeps 
ies consistently ahead of supply, or roughly equal to it, it is fairly easy to 
In predict the outcome. In this event, rate levels should follow the cost of 
he producing the service fairly closely, although subsidy payments may 
T- listort this relationship somewhat. But if supply exceeds demand, 
rie either chronically or for fairly long intervals from time to time, predic- 
at tion is made far more difficult. This latter alternative is all the more 
on ‘ikely as long as nations feel that they need shipping for national se- 
1e- curity as well as for commercial purposes. Even if we assume that much 
he ‘the tonnage now existing in the world is laid up as a reserve for use 
ut in emergencies only, the penalty of obsolescence will promote con- 
ps nual new construction. If ships are necessary to national security 
he ind they will be as long as nations refuse to surrender any of their 
er sovereignty to a world organization and as long as preparations for the 
ly, uext war proceed on the basis of the last), then modern vessels will be 
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It has already been stated, however, that the problem of an over. 
supply of tonnage in the world’s markets is not something new; and 
therefore mechanisms to help adjust supply to demand have long 
existed in the industry. The shipping industry has for many years been 
close to what Professor Hayek has called the ‘‘half-way house”’ between 
planning and competition—being somewhat closer to the latter where 
the influence of tramp vessels has been strong, and closer to the former 
in a few instances where rationalization has been practiced. This situa- 
tion is not surprising, when one realizes that the life of a vessel is ordi- 
narily twenty-five years or more; and when one recalls the decreasing 
cost nature of the shipping business. Vessels have been constructed in 
large quantities during times of war, and much of the surplus tonnage 
thus created has hung over the commercial market for many years after 
the termination of hostilities. Decreasing costs in vessel operation can be 
considered from the standpoint of the ship, the firm, and the industry. 
The vessel itself operates under decreasing cost conditions in most in- 
stances, until the ship is full and down (i.e., its weight and space are 
both fully utilized), the limitations being the size of the out-of-pocket 
expenses involved in handling the additional cargo and the delay in 
sailing. This proposition is true whether one ship or more is being 
handled; but still does not apply impartially to both tramp and liner 
operations, as the holding over of one vessel for additional cargo may, 
at times, deprive the following vessel of the line of some of that cargo, 
particularly when sailings are frequent. In the second place, the firm can 
achieve economies of scale, principally in connection with overhead 
expenses and with certain vessel and cargo handling costs. The latter 
economies are available when the firm is of sufficient size to provide its 
own stevedoring and perform some of its own vessel repair and maiz- 
tenance work. Finally, the industry itself may enjoy external economies 
of scale, some of which might be internal economies to other industries 
such as shipbuilding and some of which might result from a more favor- 
able conjuncture; but these do not concern us at this point. When one 
considers the decreasing cost nature of ship operations and the fact that 
large surpluses of tonnage have been created by wars and other stimul. 
it is not surprising that the economic forces of competition are some- 
times rather slow in adjusting supply of tonnage to a lower deman¢ 
schedule. 

This fact has long been recognized and received empirical verification 
by investigations completed by the government of this country in 191: 
and by the government in Great Britain in 1909. The problem of exces 
shipping and unfavorable rates was found to be an old one. Sel- 
preservation had impelled shipowners to organize for the purpose © 
minimizing wasteful, cutthroat competition as earty as 1875. Both the 
American and British reports recognized the undesirability of unre- 
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tricted competition and the advantages to be gained from co-operation 


hoes in the regulation of rates, sailings, etc. It was felt, however, that the 
and conference system, as this form of co-operation was known, would lead 
long to abuses if the shipowners were left entirely to themselves. The meas- 
been ures of self-regulation employed by conference lines, however, are not 
wees altogether confined to the fixing of freight rates. Not infrequently they 
here mclude such co-operative arrangements as the pooling of traffic or 
unet revenue. In the United States trades, all such conference and pooling 
ard arrangements are subject to review by the United States Maritime 
ordi Commission which must be satisfied that the agreements are not dis- 
Sing criminatory or unfair, as between carriers, shippers, importers, ex- 
od in porters, ports of the United States; are not detrimental to the commerce 
nage of the United States; and do not violate any other regulatory provisions 
after f the applicable statutes. It has been the policy of the Maritime Com- 
in be mission and its predecessors to subject ocean carriers in the foreign 
7 trades of the United States to as few restrictions as possible, with 
. respect to rates and shipping practices, and still protect the public 
welfare. Common carriers by water in our foreign commerce are re- 
cket wuired to file their export rates from this country on all commodities, 
— except those carried in bulk without mark or count, within a period of 
eil§ @ thirty days after they have become effective. This is only required for 
liner imports, however, moving from the east coast of South America to the 
ati Pacific Coast of the United States. The Commission’s only jurisdiction 
are, over export and import rates arises if they are considered discriminatory 
cal Hi or detrimental to the commerce of the United States. The Commission 
head has consistently required conferences to admit new lines as members 
we whenever the applicant is considered a bona fide common carrier in the 
de its trade route. 
= During the depressions of the thirties, tramp vessels which had 
miss f® titherto always operated independently found it necessary to resort to 
_ 0-operative measures. Under the initiative of a subsidy offered by the 
at British Government the Tramp Shipping Administrative Committee 
Us BB vs formed to rationalize this part of the dry cargo industry. Through 
a ascheme of minimum rates and payments for vessels that were laid up, 
ia ‘0-operation was secured with tramp owners in other nations. About 
. the same time, an International Tanker Pool was organized to ac- 
- complish the same objectives. These pools marked something new under 
the sun and may well establish a precedent for international co-operation 
-” n rationalizing surplus tonnage in the future. Another organization 
oi which may provide experience for future use is the Australian Oversea 
Sek Transport Association which combines in a single formal organization 
zs p saippers and shipowners. This Association highlights the community of 
~ mterest that exists between the two groups and stresses the fact, not 


previously mentioned in this paper, regarding the importance of stable 
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rates and regularity of sailings to the majority of importers and ey. 
porters. 

Rate control up to the present has been mainly a function of the ship. 
owners themselves in most areas although the influence of shippers has 
been recognized in the case of the Australian Association. In Great 
Britain where the Royal Commission had recommended that shippers 
should form themselves into associations in order to bargain on more 
equal terms with the shipping conferences, a conflict of interests be- 
tween importers and exporters and manufacturers and merchants has 
prevented the formation of adequate shipper bargaining units. The 
British experience with the difficulty of forming associations of shippers 
to deal satisfactorily with the conferences has been far more usual] than 
the results achieved by the Australian Oversea Transport Association. 
A number of governments have, therefore, superimposed various de- 
grees of authority for the prevention or correction of the abuses to which 
the conference system was susceptible. Government control of rates in 
foreign trades obviously has its limitations from the multiple jurisdic- 
tion of the countries concerned—and possibly to some extent from 
treaty obligations. The fact that no serious conflicts have arisen so far 
is due, apparently, to the general policy of conservatism in the legisla- 
tion providing such government control and in the very careful admin- 
istration of existing laws and regulations. Similar difficulties are apt to 
prevent forceful unilateral action in the future. During the recent war, 
a high degree of centralized control was achieved by the War Shipping 
Administration and the British Ministry of War Transport over practi- 
cally all the merchant tonnage of the allied nations. Government contro! 
of rates naturally followed, and such action was usually reinforced by 
the necessity of general price control. The methods by which this 
centralization of responsibility was achieved are hardly applicable, hov- 
ever, to a peacetime situation. 

On the basis of the foregoing, the writer believes it is reasonable to 
assume that although the postwar volume of trade is apt to be con- 
siderably larger than before the war and that after the major military 
and relief shipments have been taken care of, the supply of tonnage wi! 
be considerably in excess of demand. (Professor J. Russell Smith once 
estimated that “a surplus of only 2 per cent of shipping sends rates t 
the bottom’’;? and while this margin may be too small, postwar tonnage 
might well exceed the demand for shipping by more than this within tr 
next few years.) While higher operating costs will exert an upwar- 
tendency on the rate structure, the surplus of tonnage that is likely ' 
develop will tend to depress rates; and movements to rationalize th 
industry will be renewed. Furthermore, operating expenses are of such 

2 J. Russell Smith, Influence of the Great War Upon Shipping (New York, 1919), p. 337. 
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business could be created by charging rates that did not cover overhead 
costs. Conference and pooling arrangements have had considerable 
success but have not always been adequate to the over-all task that has 
-onfronted the industry. The acquisition of greater authority, by these 
extragovernmental, cartel-like agencies, will only increase the responsi- 
bility of the governments concerned to protect the rights of the shipping 
public, which in the past has rarely been sufficiently well organized to 
deal with the shipping conferences. Furthermore, international com- 
petition in the building and maintenance of mercantile fleets, both to 
promote commerce and security, must be brought under control. The 
international nature of the industry and the international complexion 
of the problems both indicate, therefore, the need for an international 
control organization to: (1) protect the shipping public against the 
monopoly powers of shipping conferences; (2) help rationalize the 


practices fail to make the necessary adjustments with sufficient rapidity; 
and (3) co-ordinate national maritime policies. 

After World War I a similar problem confronted the nations of the 
world, and although international control was not seriously considered 
as a permanent arrangement, considerable sympathy was expressed for 
the continuation of such aspects of wartime control as might be neces- 
sary until shipping was adjusted to the postwar situation. Opposition to 
the continuation of international control, however, gained the upper 
hand in all the victorious countries; so that the efficacy of control in 
peacetime was neither proven nor disproven. The result was an over- 
preduction of ships and a depressed level for freight rates. To prevent 
a repetition of this uneconomic situation and to promote more cordial 
relations between the maritime nations of the world, an international 
organization to co-ordinate the industry is again being proposed. Lord 
Leathers, former Minister of War Transport for the United Kingdom, 
nas recently said that in shipping, no less than in civil aviation, there is 
much to be said for internationalization as an ideal policy. He believes 
the internaticnal agreement on the pooling and control of the merchant 

nnage of the United Nations, as provided by the United Maritime 

incil, might serve as a starting point. Admiral Land, Chairman of 
the United States Maritime Commission, has also endorsed the prin- 
ple of an international organization to co-ordinate world shipping. Ex- 
perience between the wars with international rationalization of tramps 
ad tankers and greater public interest on this side of the Atlantic in 
international co-operation both indicate that the prospect for inter- 

onal economic collaboration is brighter now than it was after the 
irst World War. 
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Great Britain has already accepted in principle the proposal of the 
United States for an Internaticnal Trade Organization which would 
investigate all private cartels or agreements which restrained inter. 
naticnal trade, restricted access to international markets, or fostered 
“monopolistic controls.” It would seem logical for such an organizatiop 
to supervise shipping conferences and pools unless the unique problems 
of the shipping industry make it desirable to create a separate inter. 
national control body for shipping which, like the International Trade 
Organization, would work under the general direction of the Economic 
and Social Council of the United Nations Organization. 

In conclusion it might be said that it is quite probable that the deter. 
mination of postwar ocean freight rates will be characterized by con- 
siderably more international co-operation and control than was the case 
before the war. 


Coastwise and Intercoastal Rates 


The foregoing discussion has been concerned with the determination 
of rates in the world markets. When one turns to the coastwise and inter- 
coastal trades of the United States, other considerations become im- 
portant. Regulation of minimum rates of common carriers operating 
on these routes has only been in effect since 1938; and the transfer of 
these regulatory powers from the United States Maritime Commission 
to the Interstate Commerce Commission in 1940 is supposed to herald a 
new era in which it is hoped the American domestic transportation 
system will be co-ordinated. The advent of war and the resultant with- 
drawal of common water carriers from these domestic services have 
prevented the Interstate Commerce Commission from exercising its 
extended powers. It remains to be seen, therefore, whether the declara- 
tion of policy in the preamble of the Transportation Act of 1940 wil 
change substantially the Commission’s attitude toward water carriers, 
which in the past has been influenced by Section 500 of the Transporta- 
tion Act of 1920. 

There is some evidence, however, that the Commission may find it 
difficult to adjust its organization and its thinking so as to be sufficiently 
flexible to consider highway and water carriers in the light of their own 
operating conditions and not to judge them by criteria established to 
solve railroad problems. Specifically, there has been some complaint 
about the Commission’s reluctance to issue certificates of public con- 
venience and necessity to truck applicants. It is argued that when th: 
existing highways are not used to capacity the issuance of certificates 
should not be based on the same considerations as an application from 4 
railroad that has to construct a new right of way. Co-ordination cer- 
tainly should not mean the elimination of competition, the fervent hopes 
of some vested interests notwithstanding; but entry should not be = 
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unrestricted that the result is ‘creaming of the traffic’ and an over- 
ply of facilities. This problem will remain as long as the Interstate 


Commerce Commission can control the number of operators but not the 
mileage of roads nor the number of ships to be built. Perhaps the Com- 
mission should have a voice in the determination of such construction 
orojects; but at best it would only be one of several parties to be heard, 
as highways are multiple-purpose utilities, and strategic considerations 
have been of dominant importance in shipbuilding. Water carriers have 
many characteristics which are auite different from those possessed by 
railroads and highway carriers; but further evidence is necessary before 
one can predict to what extent the idiosyncrasies of each agency of 
transportation will be considered by the Interstate Commerce Com- 
mission in reaching its decisions. 

There is fairly unanimous agreement, however, that rates will no 
longer be influenced as much by value of service as they have in the 
past, but will be based more on cost of service. It should be added 
parenthetically that rates based solely on cost will be as inappropriate 
as rates based exclusively on demand. Both blades of the Marshallian 
scissors are necessary for clean cutting, and a regulatory agency should 
certainly take into consideration both of these forces. Nevertheless, 
insofar as cost of service has been underemphasized in the past, it is well 
that it should be accorded its proper influence in the future. Cost of 
service, however, is no sooner mentioned than a Pandora’s box of 
plaguing problems is revealed. Some of these the Interstate Commerce 
Commission might well deem outside its province, and not consider in 
its determination of costs. For the most part, this group includes ele- 
ments of cost covered by government appropriations for highway and 
waterway construction and maintenance, ship construction, etc. The 
Commission might content itself with considering user taxes and tolls, 
actual cost of vessels to the domestic operators, etc., as the appropriate 
-ost for their deliberations. These costs might be too high and represent 
a form of taxation, or it is more likely that they are below actual cost 
and represent subsidies; but these are matters for Congressional sanc- 
tion and not for Interstate Commerce Commission control. The Com- 
mission or an independent research agency should assist Congress, 
however, in ascertaining the true dimensions of these subsidies. 

Nevertheless, a large number of cost problems remain for the Com- 
mission’s determination. These are derived for the most part from the 


tion which comprise the transportation system. For example, the out- 
of-pocket expenses of common carriers by water are higher than similar 
expenses of rail carriers. Stevedoring expenses of common carriers by 
water in the coastwise trade averaged more than $1.80 per ton in 1937; 
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and averaged more than $2.80 per ton for intercoastal lines in the same 
year. Since then longshore wages have been raised without a com- 
mensurate increase in efficiency. Practices differ, not only between 
agencies, but in different sections of the nation, and for different com- 
modities; and therefore direct comparisons are hazardous, but ordj- 
narily car loading and unloading costs are less. Furthermore, on rail 
shipments, shippers frequently perform this service themselves, in which 
case it is not a cost to the railroad at all, although it is a cost to the 
shipper patronizing the railroads. The size of the unit of carriage like- 
wise differs. Trucks are small and separate motive power is attached to 
each one or two units. The unit of a carload on the railroads is also 
small, but each car ordinarily operates in conjunction with a number 
of others to make up a trainload. Cargo vessels, on the other hand, 
while they may vary considerably in size, can usually hold the freight 
of several trainloads. Until the vessel is full and down and until the 
trainload is at capacity, operating expenses per unit will decline, al- 
though average out-of-pocket expenses will remain fairly constant. 
Therefore, because of the large operating expenses in making a voyage 
full or empty, the marginal and average variable cost curves for water 
carriers drop sharply until the load approaches the vessel’s capacity; 
but, of course, will always remain high enough to cover stevedoring and 
other out-of-pocket costs. The out-of-pocket expenses of rail carriers are 
probably lower at first, but the height of their average variable cost 
curve will depend upon other variable operating expenses. The actual 
average variable cost is a function of the degree of utilization of the fa- 
cilities involved. Suffice it to say at this point that rates based on out-oi- 
pocket expenses alone will in all likelihood permit railroads to undercut 
water carriers, even on long hauls; but rates which reflect the total rele- 
vant operating expenses (average variable costs) might bear quite a dii- 
ferent relationship. Rates which include not only the relevant operating 
expenses, but also the appropriate overhead charges and profit (average 
total unit costs) might reveal still another relationship. Designing 
appropriate formulae to allocate indirect expense is at best a difficult 
problem, but it is especially so when there is unused capacity available 
and when joint costs arise as they do when the volume of traffic shipped 
in one direction ordinarily far exceeds that moving in the other, which 
latter situation is true on most routes where ocean transportation is 
competitive with the rails. In addition, there is the problem of what 
costs should be regarded as sunk costs and disregarded in cost calcula- 
tions for rate purposes. Where replacement or betterments are not 
contemplated, maintenance charges may be all that should be counted. 

When attention is turned to the demand side of the picture, the 
problems involved are no less perplexing. In addition to our general 
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ignorance regarding demand schedules, the problem is complicated by 
the fact that time is one of the costs of transportation to the shipper, in 
some instances being of greater importance than the freight rate itself. 
Then, too, some carriers, especially railroads, have a volume of non- 
competitive traffic on which to draw, the revenue from which might 
serve to obscure underestimated costs on competitive traffic by render- 
ing the over-all results satisfactorily remunerative. While this does not 
exhaust the difficulties that are inherent in the determination of rates 
for a co-ordinated transportation system, it does illustrate the com- 
plexity of many of the most arduous problems. But what can be detected 
from these observations that might shed light on the determination of 
rates in the next few years? 

So far we have seen that the consensus holds that the cost of service 

will have greater importance in the determination of domestic transpor- 
tation rates than before the war. But cost may mean several things; and 
as indicated earlier, in economic parlance may be thought of as marginal 
cost, average variable cost, or average total unit cost which of course 
includes profit. Professor Locklin has suggested in his chapter in the 
National Resources Planning Board’s, Transportation and National 
olicy, that the Interstate Commerce Commission might fix rates on 
the basis of the cost of service to the low cost agency. This presumably 
would be found on the low cost agency’s average total unit cost curve; 
and presumably the rate may be based on a cost higher than the lowest 
cost point, because of the oligopolistic nature of the industry. (Insofar 
as the Commission can control expansion of the industry, however, it 
may succeed in getting the scale of operations close to the optimum 
point.) High cost agencies could then be required either to charge rates 
based on their own average total unit costs (which means that their 
rates would be no less than full allocated costs but which might be at or 
above their least cost point) or, if they are operating far short of their 
optimum point, they may be permitted to charge rates that are lower 
than their full allocated cost (provided they are at least somewhat in 
excess of out-of-pocket expenses). 

The Interstate Commerce Commission followed this latter alternative 
in a rough way prior to 1940 in granting relief in fourth section (long- 
and short-haul discrimination) cases. The Commission was only able 
to approximate this policy in a crude way because of (1) their limited 
powers over water carrier’rates and!(2)?the accounting’ difficulties 
involved. The Commission held that such relief rates must more than 
cover the out-of-pocket costs to be reasonably compensatory, and in 
some instances considered 50 per cent of the average operating costs to 
be a fair basis. Professor Dewey has pointed out that this 50 per cent 
tule is inadequate because it takes account only of the extra labor, fuel, 
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and lubrication expenses involved.* Several cost studies have indicated 
that the decreasing cost nature of main line railroad operations has fre- 
quently been exaggerated, and that even for railways with low traffic 
density and considerable excess capacity rates must be higher than 50 
per cent of operating costs to be remunerative. Adequate analysis of 
what constitutes unused capacity is difficult, however, and traditional] 
cost accounting methods designed for managerial and financial purposes 
do not indicate economic and social costs and therefore are not completely 
adequate for the regulatory task. When overhead costs are considered, 
traditional accounting practice is apt to be even more inadequate for 
rate purposes. True overhead costs, for instance, are fairly constant for 
a transportation plant of a given size; so when overhead costs per unit 
are allocated, they depend upon the volume of traffic, which in turn 
depends upon the freight rate; therefore, overhead costs per unit some- 
times are rate determined rather than rate determining. Some of these 
difficulties arise from the existence of surplus transportation facilities, 
Perhaps if full employment and a high national income can be main- 
tained and if the Commission is successful in controlling expansion, 
there may be sufficient business for all forms of transportation to operate 
closer to optimum capacity, and some of the complications of allocating 
costs will be minimized. 

Because (1) the tractive effort required to move a given weight by 
water is less than that required to move the same weight by rail, pro- 
vided the water service does not attempt to operate at too high a speed, 
and because (2) ocean shipping uses a right of way for which there is no 
capital charge nor maintenance expense except for port facilities, there 
is good reason to assume that water carriers are low cost producers of 
transportation service, at the very least for port-to-port shipments of 
bulky cargoes on long hauls that are not too circuitous. Therefore, if the 
Commission uses as a rate base the cost of the most efficient agency, 
water carrier costs will be fundamental for such types of traffic. Cost 
trends of water carriers, however, have been rising sharply. Stevedoring 
costs have already been mentioned. Seamen’s wages have likewise in- 
creased rapidly. Although greater efficiency may be developed, partic- 
ularly in loading and discharging operations, it appears at present that 
postwar labor costs will remain higher than they were before the war 
Fuel expenses have also risen substantially, although they may decline 
again, and in part will be offset by the use of more efficient ships. Ship 
purchase costs, however, will undoubtedly be substantially higher. 
Many of the vessels operating in the domestic trades before the war 
were purchased from the old Shipping Board at extremely low prices. 
At the time this paper is being written, a definite postwar ship sales 


* Ralph L. Dewey, The Long and Short Haul Principle of Rate Regulation (Ohio State Uni- 
versity, 1935), pp. 260-261. 
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policy has not been formulated, although a Ship Sales bill has passed the 
House of Representatives and is currently being considered by the 
Senate. The House version provides for the sale of vessels to domestic 
operators at about 50 per cent of their prewar domestic construction 
cost less depreciation, which is intended to be roughly equivalent to 
their cost of construction abroad. This proposed policy presents some 
interesting problems. From the social point of view, the cost of the war- 
built fleet can be considered as a sunk cost, but by the same token the 
strategic importance of rail transportation would justify charging much 
of their construction costs to national defense. This reasoning has 
already been applied in some studies to the determination of the portion 
of highway construction and maintenance costs that should be al- 
located to commercial vehicles. Selling war-built vessels at their ap- 
proximate foreign cost of construction, however, appears to be a fairly 
satisfactory compromise; because if domestic ship operators were 
required to pay the exceedingly high American shipyard prices, they 
probably could not afford to operate in the domestic services at all, 
while if they were sold for less, they would be given an unfair advantage 
over inland transportation. The estimated foreign construction cost may 
not be an ideal compromise, but it is an attempt to establish water 
transportation on a basis which is fair to the other agencies and will still 
permit ships to operate. Objections may be raised that purchasing at 
estimated foreign cost will give ship operators an unfair advantage, 
because they are protected by the coastwise restrictions from the com- 
petition of foreign ships. This, however, is a dubious privilege in view of 
the necessity of competing with inland carriers who have been permitted 
to charge rates that do not always cover their full allocated costs, and 
who can purchase equipment from American manufacturers who do not 
sufler the same comparative disadvantage as American shipbuilders. 
These coasting restrictions have also protected railroads and trucks from 
the competition of lowcost foreign shipping. In all fairness to inland 
transportation, however, import duties on rails, railway equipment, 
motor vehicles, etc. should be abolished; so that they, too, may have 
access to foreign markets whenever supplies can be purchased abroad 
more cheaply. 

In cases, therefore, where common carrier water transportation is the 
low cost producer, the Interstate Commerce Commission will probably 
use these costs to establish the basic rate structure; and these costs, in 
turn, will probably be higher than before the war. Accordingly, water 
rates will have to be higher in order to be remunerative. This is especially 
apparent when one considers the cutthroat competition that existed in 
the intercoastal trade and the sorry financial condition of most domestic 
ocean-going common carriers before the war. On the basis of prewar 
rates, they were unable to provide adequate funds for vessel replace- 
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ment. On the other hand, these trades were overtonnaged as a result ¢ 
the ship sales policy, or lack of one, of the Shipping Board. If they 
trades are not overtonnaged in the future, better utilization of the ves 
sels should permit more remunerative operation even at the old rates, 
although it is still very doubtful that these would be reasonably com. 
pensatory with higher postwar operating costs and vessel prices. Tanker 
(and under certain conditions dry cargo tramps, contract, and even 
common carriers transporting only three or less bulk commodities with. 
out mark or count) are exempt from the Commission’s jurisdiction. This 
may increase the share of the business transported by contract carrier 
and tramps at the expense of common carriers; but here, too, higher 
postwar costs will tend to raise rates, although perhaps not as much as 
the Commission would for common carriers. Such competition will con- 
front the Commission with the problem of permitting common water 
carriers to charge rates on some bulk commodities that are competitive 
with contract carrier rates, although they may be below the full allo- 
cated cost of the regulated common carriers. Tanker rates will be deter- 
mined, as before the war, in an unregulated market characterized by 
oligopoly and oligopsony. What competition will come from new pipe 
lines cannot yet be ascertained. 

To what extent the Commission will permit higher cost inland agen- 
cies to meet low cost water transportation and to what extent common 
water carriers will be permitted to compete with the inland carriers for 
traffic for which the railroads are the low cost agency remains to be seen. 
It can be concluded, however, that water rates will probably have to be 
higher than before the war in order to cover increased operating and 
overhead costs; and for the water carriers to survive, competitive rail 
rates will have to include more than just enough to cover the extra or 
additional expenses incurred in handling the traffic to which it applies. 
We can hope that co-ordination will be ‘‘the attainment of such a com- 
promise between monopoly and competition as will insure the con- 
tinuance of essential agencies, maintain the maximum variety of serv- 
ices, eliminate undue waste, and preserve effective incentives to im- 
provement.’” 

To accomplish this objective, it will be necessary to design accounting 
methods that will supplement those devised for managerial and financial 
purposes, in order that social and economic costs might be more clearly 
revealed. This might well require a considerable increase in accounting 
expenses, although it is possible that a judicious use of modern statisti- 
cal sampling techniques will produce satisfactory results without oc- 
casioning excessive cost. 


‘ G. Shorey Peterson, “Transport Co-ordination: Meaning and Purpose,” Journal of Politi- 
cal Economy, Dec., 1930, p. 680. 
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he ves. G. Ltoyp Witson and RoLanp L. Kramer: Dr. Perry in his compre- 
1 rates: ME hensive treatment surveys the growth of the United States merchant fleet 


juri ing the years of fevered construction to its present gigantic size of ap- 


durin 
dors: proxim ately 60,000,000 dead-weight tons—the largest merchant fleet ever 
d ever Ma 255° mbled by any nation in history. The problems of using or disposing of 
.. Me this vast fleet are complex. That only a fraction of this tonnage will find 
’ with. rofitable use in the future shipping trades of the United States is evident 
- This even to the casual student. Precisely what proportion can be expected to 
arriers HP be so employed is probably anyone’s guess. Professor Perry has estimated 
higher these over-all requirements—for foreign, coastwise, intercostal, noncon- 
uch as iruous, Great Lakes, and inland waterway trades—to be 123 to 13 million 
ll con- tons of dry cargo vessels and 4 to 53 million tons of tanker vessels. The 
water Me grand total is 163 to 18} million tons deadweight—a maximum of 30 per 
etitive Ie cent of the present fleet. 
1 allo. Although one would hesitate to agree with Dr. Perry’s comment that 
deter. no criticism can be made of the Maritime Commission for having con- 
ed br structed vessels which are not suitable for peacetime operations,” one 
Mt must bear in mind that the bulk of the war-built tonnage was constructed 
’ Pipe MH vith maximum output and rapid construction in mind in order to offset 
as rapidly as possible the vessels lost by enemy sinkings and to add new 
agra .ge for war purposes. The splendid record of the Maritime Commission 
nmon in - prewar rehabilitation program should also be put in the balance of 
rs for Mi judgm nent. And yet it is tragic that in this war the United States should 
Seen, have ages the experience of World War I and built a large fleet of 
to be vessels many of which are ill-suited for postwar operations. It raises the 
x and question as to whether these vessles can be considered as parts of a mer- 
e rail chant fleet, since military and strategic service considerations shaped their 
va oF production. 
plies ‘urther, the postwar tanker fleet is described as comprising modern, 
ame peedy tankers to the extent of 73 per cent of the fleet. If dry cargo vessels 
‘ were hastily constructed under the exigencies of war, certainly tankers 
oss were subjected to the same pressure. In fact, 1942 and 1943 presented a 
sschll most dismal outlook from the standpoint of tankers. Despite this urgency, 
) Im- modern tankers were built. Why not modern dry cargo vessels? Dr. Perry 
no explanation. 
nting Dr. Perry appears to vacillate in his appraisal of the value of these ves- 
ncial seis. He states that “American ship operators have at their disposal a large 
early number of modern vessels” and that ‘“‘the United States postwar dry cargo 
iting fleet will consist of many vessels which are not ideally suitable for com- 
tisti- mercial purposes,” and that “the postwar fleet of preferred vessels contains 
™ n excess of certain types of vessels and a deficit of other types.”’ 


Finally, his general conclusion is that “a very large proportion of the 
active United States merchant fleet will consist of modern types of vessels 
especially designed for the trades in which they operate.” Despite these 
contradictory generalizations, it is apparent from this analysis that while 
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postwar United States has now a large merchant marine, a considerab) 
percentage of the war-built vessels will be unusable for postwar commerciy 
operations. No adequate reasons except that of the need for speed in cop. 
struction are offered for the failure to build in wartime more vessels whic 
are usable in commercial operations and less which are inept for commerciy 
operations. It is possible that military and naval considerations may hay 
influenced design, and if so, is it impracticable to more nearly harmonix 
military and commercial requirements? Could not more of the C types have 
been constructed during the war and greater emphasis placed upon the 


ne 

expediting of building these types rather than the construction of so many at 
“floating white elephants”? It may well be that the answer to this query is I jarc 
an emphatic negative, but the question persists. has 

Dr. Perry states that many Victory type vessels will be placed in the A 
reserve fleet and that virtually none of the Liberty vessels will be kept in for ] 
operation. “Not a single American flag line operator has yet contracted to HP Thi: 
purchase a single Liberty type vessel and few American operators have cape 
indicated their intention of so doing.” redt 

In describing wartime merchant vessel operation the writer refers to the # pr. 
operation by private operators as agents of vessels acquired by the govern- pre} 


ment, and asserts that ‘‘such a system achieved the dual purpose of central- 
ized public supervision and private operation.” That this method along 
with the Ship Warrants Act fortified and extended public supervision and 
control is undeniable, but it is suggested that the author elaborate on this 


in 
150 


this 


subject in order to demonstrate more adequately that it is tantamount to I 
private operation. It protects private operators against the losses incident ope 
to war operation and retains the operating experience of the shipping to 1 
companies, but does it not lack many of the elements of genuine private 


operation? 

Another point which it is suggested requires clarification is the relation- 
ship between and the relative functions of the Combined Shipping Adjust- 
ment Board and the United Maritime Authority. Dr. Perry states that 
U.M.A. “does not displace the Shipping Adjustment Boards: it is merely 
a supplementary organization.” In what ways does this organization sup- 
plement the Adjustment Boards? How is it intended to function with 
respect to United Maritime Authority in the postwar period? 

The author states that the United States is committed to private owner- 
ship and operation of shipping and that wartime public controls will be 
abandoned. He offers, however, no explanation of the large public interest 
in overseas ocean shipping before the war, nor does he indicate how ade- 
quate private capital will be attracted to American flag overseas shipping. 
Does this not depend upon the unanswerable questions of postwar shipping 
subsidy policy, postwar construction and operating costs, taxes, and other 
questions as yet unsettled? 

One is puzzled by Dr. Perry’s conclusions that “liners will carry a larger 
percentage of tramp cargo” than before World War II. It may well be true 
that this conclusion is correct, but what are “the definite indications’ 
mentioned by Dr. Perry upon which this conclusion is based? More evidence 
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also is desirable to support his conclusion that United States merchant 
derabk fi. -ssels will carry 40 per cent of the total postwar dry cargo foreign com- 
mercia! : 
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In presenting these estimates, brief mention is made of the role of tramp 
shipping under the American flag. At one stage of the discussions on ship- 
ping policy, Admiral E. S. Land, former Chairman of the Maritime Com- 
mission, asserted that tramp shipping under the American flag was expected 
to be an important factor in the postwar world. This type of operation, as 
Professor Perry indicates, would afford employment for the Liberties and 
the Victories. In view of the heavy, bulky nature of United States import 
trade, particularly from areas of the world outside of Europe, perhaps a 
larger use may be found for the Liberties ana Victories than Professor Perry 


ie 


has indicated. This subject is worth further exploration. 


in the Another important factor inherent in an estimate of the fleet required 
€pt in MM for postwar operation is one to which Dr. Perry alludes but fails to apply. 
ted to MM This is the factor of ship performance. If vessels with greater stowage 


| have HM capacity and faster turnaround are to operate in the future, then some 
reduction in the number of ships required is to be expected. For example, 
to the HP Dr. Perry states that the present tanker fleet is 235 per cent greater than 
overn- Hi prewar. The modern portion of this fleet is 150 per cent above prewar, but 
ntral- HM in “considering the increase in the speed of the modern tanker fleet’”’ this 
along 150 per cent increase grows to an effective 175 per cent. Whether or not 
n and this factor of performance is calculated in connection with his estimates for 
n this dry cargo vessels as well as for tankers is not clear. 
int to In appraising postwar requirements of passenger vessels for overseas 
‘ident operation it is suggested that the preferences of American travelers, who up 
pping to this time have created the demand for tourist space, must be appraised. 
Tvate Prior to the war many American travelers to and from Europe indicated 
this by their patronage of foreign flag services. Will this preference con- 
.tlon- tinue in the postwar period? Will it be an important factor in determining 
{just- postwar passenger vessel] requirements? A dogmatic answer to these ques- 
that tions is impossible, but it is equally dangerous to estimate requirements 
erely without considering them. 
sup A serious omission in his appraisal of postwar coastwise and intercoastal 
with shipping requirements is the matter of relative freight rates by all-rail, 
rail-water, and all-water routes. Dr. Perry states, ‘Certainly, the com- 
vner- petition of land transportation agencies cannot be more severe during the 
ll be postwar period than it was before the war.’”’ But it may be, particularly if 
erest heavier carloadings by rail keep certain railroad freight rates below normal 
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levels and if steamship operating costs and rates are higher relative to rail- 
toad costs and rates than they were before World War II. Is not the reluc- 
tance of coastwise and intercoastal steamship operators to re-establish 
services upon normal commercial bases some evidence that these considera- 
tions may not be important? 

It is more difficult to criticize Dr. Perry’s valuable and painstaking esti- 
mates of vessel tonnage required in the various trades than it is to question 
the adequacy of the estimates in the absence of more enlightening data 
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upon questions of postwar policy. The policies of the United States wit) 
respect to the encouragement of United States operators engaging jy 
tramp trade and the subsidies to be paid American flag operators based 
upon relative construction and operating costs, and countervailing syb. 
sidies, are not yet sufficiently clear in this writer’s mind to warrant more 
than the most shadowy estimates. In connection with the cost of acquiring 
tonnage to be operated under the American flag, Professor Perry ignores 
the provision of the Ship Disposal Bill whereby war-built tonnage wilj 
be available at bargain prices. Since a part—and perhaps the larger part— 
of the postwar fleet to be operated in the foreign trades will be drawn from 
the war-built tonnage, the cost disadvantage from the standpoint of capital 
costs will be partially or perhaps wholly offset. 

The policy of the United States Government with respect to the number 
of companies, the number of services and planes, the routes, and the amount 
of competition in international air line operations is unclear, and all of these 
affect overseas shipping, and to a lesser extent domestic shipping, partic. 
ularly passenger service. The relationship to be allowed between steamship 
companies and airlines is unsettled policy and may remain so for some time 
to come. 

If further complications are needed, how is it possible to reach any satis- 
factory conclusions, even with a generous margin of error, without taking 
into account the objectives and policies of foreign countries which also have 
ambitions and aspirations to operate strong overseas shipping services? 
Many of these countries desire merchant fleets to serve as military and 
naval auxiliary vessels as keenly as does the United States. They, too, wish 
a merchant marine adequate to serve their foreign trade. The United States 
is interested in developing foreign trade with these countries and it is quite 
probable that their aspirations and ours must and will be considered in the 
broader framework of international trade and international relations. 


ARTHUR WupBNIG: Mr. Deimel’s basic theme is the need for reconciling 
the merchant marine with the foreign trade policy of the United States. As 
he stresses, this is largely a problem of the international balance of pay- 
ments. We are aiming to maximize a two-way flow of commerce between the 
United States and the rest of the world. We are also aiming to transport in 
our own ships a much increased share of the ocean traffic to and from 
United States ports. But in proportion as foreign countries have less income 
from shipping, they will have less power to purchase our goods and to 
service their debts. If we force the intent of the Merchant Marine Act of 
1936 beyond certain limits, we do so at the risk of thwarting reciprocal trade 
agreements, Export-Import Bank loans, Bretton Woods financing, ané 
other aids toward multilateral world trade. 

Despite Mr. Deimel’s clear statement of the potential conflict between 
our shipping and trade policies, I think that he understresses the importance 
to foreign countries of dollar exchange out of the ocean transport of cargo 
and passengers to and from the United States. Before the war, foreign ves 
sels carried 70 to 75 per cent of the traffic. The net dollar exchange which 
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they thereby earned or saved averaged 7 to 8 per cent of the annual value 
of United States merchandise exports. Cargo alone contributed 5 to 6 per 
cent, while the rest came from passengers. The prewar ability of the rest of 
the world to buy United States goods was thus materially affected by the 
readiness of the United States to transport the bulk of her ocean-borne 
commerce in foreign bottoms. If we insist on holding down to a minimum 
the postwar quota of foreign ships in our exports, imports, and passenger 
trafic, serious Consequences will ensue for all of the countries which trade 
with us. There will be: (1) direct losses of purchasing power by maritime 
countries, such as the United Kingdom, France, the Netherlands, Norway, 
Greece, Denmark, Italy, and Sweden so far as their command over dollar 
balances may stem from the transport of cargo and passengers to and from 
the United States; and (2) indirect losses of purchasing power by non- 
maritime countries so far as their ability to effect dollar payments to the 
United States may stem from the export balances of their merchandise 
trade with countries which do operate merchant fleets, particularly the 
United Kingdom and France. 

Let me try to assess the approximate sums at issue. From 1934 through 
1939, according to the Bureau of Foreign and Domestic Commerce, the net 
foreign exchange earned or saved by the outside world from participating 
in United States cargo traffic averaged 150 to 155 million dollars a year. 
Adding 50 million dollars from passenger traffic, approximately 200 millions 
a year became available to foreign countries for the purchase of our goods. 
Writing the figures up to allow for the intervening increase in ocean freights 
and fares, we have perhaps 250 to 300 million dollars per annum of current 
purchasing power. These were the prewar stakes. The postwar stakes are 
apt to be much larger—perhaps several times as large—owing to multiplied 
exports and imports together with the resurgence of tourist traffic. 

We are thus talking of hundreds of millions of dollars a year. Sums as 
great as these are of vital concern to the rest of the world regardless of how 
they compare with United States national income as a whole. The day is 
bound to come when the world at large will have to face up to the hard 
necessity of obtaining by the sale of goods and services alone the where- 
withal to effect huge, continuing transfers of dollar exchange. Eventually, 
the ample dollar balances which are now becoming available out of recon- 
struction loans, UNRRA aid, the International Monetary Fund, etc. will 
all be depleted. It will then become necessary to exploit to the hilt every 
source of dollar income from current goods and services. Because each dol- 
lar counts, the apportionment of shipping revenues between United States 
and foreign carriers is a vital issue. It matters profoundly to the economic 
welfare of the world at large, I submit, whether foreign carriers obtain 70 
to 75 per cent of the traffic, the prewar ratio, or 50 per cent, the apparent 
goal of existing United States policy. 

What are my reasons for believing that the outside world will be hard 
pressed to obtain dollar exchange over an indefinite period following the 
exhaustion of the current supply of funds for relief and reconstruction? 
In abstract economic logic, a creditor country like the United States ought 
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to incur unfavorable balances in her merchandise trade with foreig, 
countries as a whole; e.g., British, French, and Dutch experience down y; 
the outbreak of World War II. But I fail to see how United States mer. 
chandise trade is likely to yield import balances in the discernible futur 
short of a complete revolution in our tariff policy. Some lowering of duties 
perhaps substantial, will admittedly ensue from reciprocal trade agree. 
ments. But the American people do not appear disposed to renounce th: 
principle of protective tariffs as such. So long as we stick to it, the value of 
our merchandise exports should continue to surpass considerably that o 
our merchandise imports. This seems to me inevitable considering hoy 
productive resources are distributed between the United States and th 
rest of the world. 

Before the war, as you may recall, exports of United States merchandix 
averaged 3.2 billion dollars a year ascompared with imports for consumption 
of 2.5 billions. The net annual export balance was thus 700 million dollars, 
equal to perhaps a billion dollars as reckoned in 1946 commodity prices, 
Even if the gap narrows considerably, following the huge export surpluses on 
account of relief and reconstruction in the next few years, our commodity 
trade should eventually settle down to yielding a plus value of severa! 
hundred million dollars per annum. 

Foreign countries will also be carrying a heavy burden of long-term debt 
to the United States. This may measure anywhere from 15 billion to 20 
billion dollars counting Export-Import Bank loans, lend-lease write ofis, 
credits for the acquisition of military surpluses abroad, special financia! 
agreements such as that with the British, and the United States share oi 
reconstruction loans via the Bretton Woods mechanism. The service of the 
debt will require additional hundreds of millions a year depending on the 
total obligation, interest rates, amortization schedules, possible waivers of 
interest, etc. 

Although I set forth the figure as a mere order of probable magnitude, it 
seems reasonable to me to expect that foreign countries will have to lay 
hands on upward from a billion dollars per annum in order to cover their 
merchandise balances and service their debts. They will have to get it (i 
procurable at all) from shipping services, tourists’ expenditures, and im- 
migrants’ remittances as the main sources. 

That is why I must dissent from the seeming disposition on the part of the 
national shipping authorities to claim a predetermined share of our overseas 
exports, imports, and passenger traffic as the rightful quota of the United 
States merchant marine. The attitude I have in mind comes out clearly ina 
recent report on essential trade routes by the Postwar Planning Committee 
of the United States Maritime Commission. 

Along each and every essential route, it is argued, the necessary tonnage 
of United States flag services should be defined in terms of a target of 5! 
per cent of the probable traffic or the prewar ratio if larger than 50 per cent. 
To keep the resulting fleet reasonably active might or not require rate wars, 
special subsidies, flag discrimination, quota fixing, etc. I leave these ques 
tions to specialists in traffic promotion. The underlying idea, in any event, 
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is to divert cargo and passengers from foreign vessels to United States 
craft; to increase the United States cut of traffic revenues at the expense of 
the foreign take. This strikes me as mistaken if we seriously intend to pro- 
mote a maximum of two-way commerce between the United States and the 
rest of the world. It amounts to imposing an upper limit upon the per- 
missable or realizable dollar income of foreign merchant fleets. It thus hits 
hard against an important source out of which the rest of the world may 
hope to obtain dollar exchange in the postreconstruction era to come. Its 
realization would thereby tend to impair the continuing ability of the out- 
side world to buy our goods and repay their debts. 

The United States would be ill-advised, I submit, to initiate a fifty-fifty 
rule even in the sense of a goal which defines tonnage requirements if not 
that of a rigid quota enforceable by law. The very idea of fifty-fifty expresses 
pure and simple bilateralism of the kind that brought so much economic 
grief to the world in the thirties. No country can claim it on behalf of her 
own shipping without admitting the equal right of all other countries to 
assert it on behalf of theirs. Ultimately, the fifty-fifty rule implies a state of 
affairs such that national vessels carry half and foreign craft half of the 
cargo and passengers moving in the ocean-borne foreign commerce of each 
and every nation which sees fit to operate a merchant marine. If the practice 
came to prevail the world over (as it well might through retaliation and 
counterretaliation against measures initiated by the United States) greatly 
increased transport costs would be bound to follow from the impact of pay- 
load, trip-frequency, and vessel-routing factors. Burdening ocean-borne 
merchandise with higher shipping costs is hardly one of the most effective 
steps toward a maximum of multilateral world trade. Equally or more 
important, the widespread practice of fifty-fifty would be fatal to freight 
services between exporting and importing countries by the merchant vessels 
of third countries. A catastrophe of the first order would thus break upon 
the national economies of the United Kingdom, Norway, Greece, and the 
Netherlands in particular. Each draws a considerably larger fraction of her 
national income out of shipping than does the United States. Much or most 
of that shipping is ordinarily engaged in indirect carrying trade as the com- 
mon phrase puts it; i.e., the transport of freight between outside countries. 

I might nevertheless concur with the idea of trying to get half of the 
trafic for our own ships were it at all arguable that the exigencies of national 
defense so dicated. There can be no question any longer that the United 
States merchant marine is an essential, precious tool of war. As such, we 
must keep it fit for future service by whatever means we may be obliged to 
use. All of the subsidies for the promotion of shipping and shipbuilding since 
World War I were amply repaid by the accomplishments of the deep-sea 
fleet in transporting men and arms during World War II. None of us, I feel 
certain, would quarrel with measures for maintaining or improving the 
merchant marine as an instrument of national defense regardless of how 
they affected world trade. 

But are we likely to fail to have a merchant marine commensurate with 
security needs unless United States vessels carry half the traffic along each 
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essential route of United States foreign trade? I doubt this very much. | 
doubt it because it seems to me that if the existing setup of subsidies 
privileges, and exemptions cannot do the job, then no means exist under 
private enterprise of getting and keeping a deep-sea fleet which shall be fit 
for service as a tool of war. 

Let me remind you that, under the Merchant Marine Act of 1936, the 
qualifying operator of deep-sea vessels in essential foreign trade: 

1. Can acquire new, modern ships, thanks to construction-differentia| 
subsidies, at a purchase price which approximates the costs of constructing 
comparable craft in shipyards abroad. 

2. Can run his ships, thanks to operating-differential subsidies, at no 
more expense for wages, fuel, supplies, etc., than incurred by competing 
vessels of foreign registry. 

3. Is exempt from federal income taxes, including the normal corporate 
tax, so far as his earnings from subsidized operations are utilized for retiring 
vessel debt, replacing obsolete craft, adding to the fleet, and kindred pur. 
poses. 

4. Needs pay down only a small fraction of the purchase price of new 
ships, financing the balance, if necessary, by long-term, low-interest loans 
from the United States Maritime Commission. 

Let me also remind you that by virtue of the ship disposal legislation now 
pending for final enactment: (1) United States operators will have priority 
over foreign operators in the acquisition of vessels from the government's 
wartime fleet; (2) these vessels will be purchasable at prices which eliminate 
all wartime inflation (i.e., for freighters, 50 to 55 per cent of the prewar costs 
of building comparable craft; for tankers, 75 to 100 per cent); and that (3) 
although foreign operators can acquire the ships by purchase only, United 
States operators can acquire them via charter and trade-in privileges as 
well. 

As an additional guarantee that the merchant marine will be adequate 
for security purposes, there is the unconditional monopoly of coastwise and 
intercoastal shipping in favor of United States vessels. This class of trafic 
gave employment to two-thirds of the prewar active fleet. The bulk of the 
ships which engage in it are interchangeable with vessels operating in over- 
seas trade. 

The total picture, as I visualize it, shapes up more or less as follows: 

The deep-sea fleet, now or recently active under the operating control of 
War Shipping Administration, aggregates 45 million deadweight tons. After 
our men abroad have all been brought home, it is intended to try to keep 
running in United States flag services roughly 15 million tons, or almost 
twice the prewar active fleet of 9 million. Perhaps two-fifths or more will be 
assigned to overseas routes; perhaps three-fifths or less to coastwise and 
intercoastal traffic. The great bulk of the vessels will be new, efficient units 
representing the best among the many thousand craft which poured out of 
American shipyards during the war. So far as their operating costs in e> 
sential foreign trade may exceed those of competing foreign ships (mainly 
because of higher wage scales aboard United States craft) the entire differ- 
ence will be made good by operating differential subsidies. To the extent 
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that they may need to be replaced in essential foreign trade by more modern 
vessels, construction-differential subsidies will allow United States operators 
to get the necessary replacements at homeas cheaply as foreign competitors 
can get them from shipyards abroad. Over and above 15 million deadweight 
tons in the contemplated active fleet, it is intended to lay up a national de- 
fense reserve of approximately 20 million tons. This reserve will consist 
mainly of Liberty ships; i.e., the earlier, less efficient units from the wartime 
mass production program. Adding 15 million deadweight tons in active ser- 
vice to 20 million in lay-up, it is proposed to make available only 10 mil- 
lion tons aS a maximum for transfer by sale to Great Britain, Norway, 
Greece, the Netherlands, France, and other foreign countries which may 
wish to acquire our ships. From 1939 through 1945, however, the world’s 
ocean-going fleet apart from United States vessels diminished by a third, 
or roughly 22 million deadweight tons. The surplus vessels to be offered 
to our Allies would thus make good less than half the nominal trans- 
port capacity of non-United States losses since the start of World 
War II. 

It seems to me an obvious inference from the foregoing that the United 
States might be better advised to consider ways and means of helping our 
Allies restore their merchant fleets than ways and means of assuring that a 
predetermined minimum of ocean traffic shall move in our own ships. I 
have in mind, e.g., the possibility of making large amounts of additional 
tonnage available to the rest of the world by a United States decision to 
operate very much less than 15 million tons, to lay up very much less than 
20 million tons, or better still, to do both. I wonder whether considerations 
of national defense or those of commercial profit and loss have been decisive 
in fixing the contemplated dimensions of the fleet to remain under United 
States control? I wonder whether the economic recovery of the world as a 
whole might not be accelerated if more of our country’s abundance of 
ocean-going ships were utilized at once for replenishing foreign merchant 
fleets? | wonder whether our concern with multilateral world trade should 
not commit us to operating no more active ships and laying up no more 
reserve craft than demonstrably indispensable to security? 

Apart from other considerations, the optimum use of productive resources 
calls out for a large-scale transfer of United States ships to foreign merchant 
fleets. American shipyards delivered new craft so prodigiously in the service 


of the war effort (approximately 48 million deadweight tons through mid- 


1945) that the world fleet today adds up to 20 per cent more capacity than 
before the war—roughly 95 as compared with 80 million deadweight tons, 
counting laid-up as well as active ships, obsolete or damaged as well as 
usable craft, and merchant vessels in military as well as civilian service. 
As the traffic experts argue, the world may well be coming out of the war 
with a heavy surplus of sea-going merchant vessels over realistically con- 
celvable transport needs. Of the entire world fleet, however, perhaps three- 
fifths is concentrated in United States ownership, public or private, civilian 
or military, running United States or foreign flag. Our prewar share was 
only 15 per cent. 

Understandably, therefore, our Allies and cobelligerents intend to build 
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up their own tonnage as fast as they can to prewar dimensions or beyond, 
The existence of a world surplus concentrated in United States ownership 
will hardly deter them, for each country feels obliged to pursue its own 
welfare as a separate national entity. Great Britain, e.g., owns 20 to 25 
per cent less tonnage than before the war; the net losses of the Netherlands 
and Norway approximate 40 per cent; those of France, 55 to 60 per cent; of 
Greece, 65 per cent; and of Italy, 90 per cent. Reparations from Germany 
and Japan cannot help much, for their surviving fleets aggregate less than 
4 million deadweight tons, of which an indeterminable proportion will have 
to be retained in coastal service. 

It should not be hard to sympathize with the motives of the foreign 
countries which wish to restore their merchant fleets. If shipping income 
adds insignificantly to the power of the United States to command goods 
and services from the rest of the world, it is a major component elsewhere, 
particularly among those of our Allies who have to import more merchandise 
by value than they can export. From 1935 through 1938, as calculable from 
League of Nations data in Balance of Payments, 1938, foreign exchange out 
of merchant shipping minus vessel expenses abroad averaged 36 per cent of 
the annual import balance for the Netherlands, 30 per cent for Norway, 27 
per cent for the United Kingdom, 18 per cent for Greece, and 15 per cent 
for France. Other countries as well as our own have the capacity to build 
ships—capacity in the sense of construction facilities, experienced manpower, 
and technical skills. We are by no means the only nation with a strong 
policy of subsidies, privileges, and exemptions in favor of shipping. Just as 
we argue that a big merchant fleet is essential to United States security, so 
do foreign countries regard it as vital to their own. In short, sterilization of 
useful ships by the United States is bound to engender procreation of un- 
necessary craft abroad. 

The United States thus faces the alternative of transferring much of her 
surplus tonnage to foreign countries or having them undertake the con- 
struction of equivalent tonnage in their own shipyards. If we insist on hold- 
ing on tight to what we have, shipbuilding programs abroad will be greatly 
accelerated. 

This would be a gross waste of men, materials, and equipment. Recon- 
struction needs for other purposes are so urgent that the war-damaged 
nations ought to refrain as much as possible from the use of productive 
resources for shipbuilding. Further large additions to the world’s oceant- 
going tonnage will only increase the potential surplus, and thus point the 
way toward a world-wide collapse of the shipping industry. I am convinced, 
therefore, that our ship transfer policy needs to be greatly liberalized. We 
should be offering more ships to our Allies. We should be offering them on 
terms—including charter and trade-in as alternatives to purchase-——such 
as make their acquisition economically attractive. But in liberalizing ou 
ship transfer policy, we should also try to gear it into our labor policy. | 
have in mind the expediency of making all transfers to foreign operatio! 
conditional upon full compliance with the various international labor con- 
ventions governing employment aboard merchant vessels to which the 
United States now subscribes or may hereafter adhere. 
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It will not be enough merely to help our Allies restore the tonnage they 
lost in the common fight against the Axis Powers. We must also help them 
keep their merchant fleets usefully employed in the service of multilateral 
world trade. I do not urge a counsel of perfection; e.g., positive steps to 
assure that foreign vessels have cargo and passengers to and from United 
States ports. I merely suggest a precept of practical wisdom; e.g., self- 
restraint in asserting United States claims against the quantum of ocean- 
borne commerce. We are asserting harmful claims, I submit, when we 
compel foreign countries to transport in United States vessels all, the bulk, 
or any fixed part of the merchandise they buy here out of the proceeds of 
United States Government loans for reconstruction purposes. The im- 
mediate effects are serious enough—for the borrowing country is forced to 
divert precious dollar exchange from the purchase of materials, supplies, and 
equipment which she cannot obtain elsewhere to the hire of shipping 
services which she is capable of performing for herself. But the ultimate 
damage may be still worse; e.g., a world-wide tendency to stake out mo- 
nopolies on behalf of the national merchant marine, widespread recourse to 
fifty-fifty rules and other forms of shipping bilateralism, and economic 
disaster for merchant marines which have to get much or most of their 
revenues from the indirect carrying trade. Perhaps the existing laws need to 
be amended; perhaps only the spirit in which the national shipping au- 
thorities are applying them. Be this as it may, I believe that we ought to 
refrain from any and all traffic-grabbing measures. As a tool of national 
defense, the United States merchant marine is already amply safeguarded 
by construction subsidies, operating subsidies, tax exemptions, financial 
facilities, ship disposal privileges, and the monopoly of coastal trade. Our 
vessel operators can acquire and run deep-sea ships at much the same costs 
which their foreign competitors have to bear. They require no further 
cushioning against the impact of the higher wage scales payable to American 
than to foreign shipyard workers and merchant seamen. Increased world 
trade should by itself afford employment to a larger United States fleet than 
used to operate before the war. The diversion of part of the traffic which 
formerly moved in Japanese and German bottoms may also help ap- 
preciably. The outside world is in dire need of every dollar it can earn or 
save through the deep-sea transport of cargo and passengers. If we block 
off the opportunities for acquiring and conserving dollar exchange via 
major sources such as ocean shipping, we shall be doing so at the expense of 
the economic welfare of the world as a whole. 


RoBert H. Patcuin: Dr. Deimel’s paper is thoughtful and interesting, 
but this is no more than I expected from his knowledge of the shipping 
problem. It is difficult to do justice, even to a few aspects of the problem, in 
the short time alloted to me. 

Mr. Deimel has alluded to the international balance of payments and the 
part of the net shipping earnings of foreign vessels engaged in American 
foreign trade. Mr. Deimel does not attempt to measure the net shipping 
earnings, but Mr. Arthur Wubnig, in his paper, places the dollar exchange 
derived by foreign shipping from carrying about 75 per cent of our foreign 
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commerce at a much higher figure than I can go along with. He says that 
the dollars earned or saved by foreign shipping in the carriage of such cargo 
amounted, from 1934 through 1939, to about 5 per cent of the average 
value of our exports during that period, and that if the exchange earned 
from passengers is added the total would be between 7 and 8 per cent. | 
believe this gives a very mistaken view of the true situation. 

The estimate is based on dollar exchange “earned or saved”’ by foreign 
shipping and the Department of Commerce figures on which it is based 
apparently are also derived from the same formula rather than from the 
actual net balance of shipping earnings. 

For a long time certain foreign shipping interests and some persons in 
the United States have contended that the United States cannot afford 
to maintain a much larger merchant marine because its expansion would 
deprive foreign maritime countries of a large part of their buying power for 
American merchandise and our exports would suffer accordingly. 

In 1944 we undertook to analyze this contention. Comprehensive in- 
formation on the balance of international payments of the United States 
is that compiled by the Department of Commerce. Its publication, The 
United States in the World Economy, published in 1943, contained a break- 
down of the balance of international payments and receipts for many years 
between World War I and World War II. This showed that the net balance 
of shipping earnings, i.e., the difference between payments and receipts, 
from 1919 to 1938 inclusive, averaged about 35 million dollars annually, 
or less than 1 per cent of the average value of our exports in that period. 
This was an average figure; in some years the balance in favor of foreign 
shipping was substantially higher; in others it was even lower. 

The sole purpose of our inquiry was to determine the extent of foreign 
buying power derived from their shipping services to us; i.e., dollar ex- 
change derived from earnings of foreign shipping in the carriage of American 
foreign commerce. It did not relate to “earned or saved.” In fact this defini- 
tion has only recently appeared. 

We went on to make an estimate of how much export trade theoretically 
would have been lost had American shipping succeeded in the year 1937 
in carrying 60 per cent of this country’s foreign trade. This was an extreme 
assumption but 60 per cent is no higher than the percentage which some 
foreign merchant fleets have attained in the carriage of their own national 
foreign commerce. This computation indicated that the dollar exchange 
which foreign shipping would thus have lost might have diminished their 
purchases of our exports by a little more than 3 per cent—this in a year ol 
unusually high shipping earnings. 

The conclusion drawn that from 1919 to 1938, inclusive, that net shipping 
earnings of foreign shipping in our overseas commerce averaged only abou! 
1 per cent of the value of our exports has not been accepted by some mem 
bers of the staff of the Department of Commerce and recently an article 0 
the Foreign Commerce Weekly has undertaken to demonstrate that this was 
not the true measure of the stake foreign shipping had in carrying ov 
commerce. This article assumed that the United States might have carried 
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all of our American foreign commerce and has worked back from that to a 
conclusion that foreign countries actually “earned or saved” dollar ex- 
change amounting to about 5 per cent of the average value of our exports. 
It seems to me this is an unrealistic basis and assumption. 

This computation or estimate fails, in my opinion, to refute the con- 
clusion that the net dollar exchange available to foreign shipping after 
deducting port expenses and the countervailing payments to American 
shipping in the period 1919-38 in trade with the United States was a 
minute part of the value of our exports. It seems reasonable to conclude that 
any seriously proposed or probable increase in the merchant marine would 
not materially affect our export trade. In fact, as I will seek later to show, 
the trade-encouraging services of more American ships appear necessary 
to the expansion of our commerce. The prewar American merchant fleet was 
inadequate either for commerce or defense. 

No maritime nation can carry 100 per cent of its own foreign commerce 
under modern conditions. But if a more realistic assumption were taken, 
say that American shipping had carried 50 per cent of our commerce, then 
there would be no balance either way. Obviously what foreign shipping 
would then have lost as compared with what it actually earned would have 
been about 1 per cent on the average of the value of our exports. 

I realize that the computation of international payments and receipts is a 
rather intricate affair but whatever the result the dollar exchange earned 
by foreign shipping in our trade is far less than has been implied by those 
who have argued that we cannot afford to expand our merchant marine 
because of the disastrous effect on our export trade. 

Before we go further into the question of merchant marine policy and 
economies, let us first stop and take our bearings. Discussion of the future 
of the merchant marine and of the desirability of various policies which 
have been urged on us will be at sea in a double sense unless we get our 
guiding marks, our instructions, and our loyalties straight before we start. 
First, it will be generally agreed that the main concern of our government 
should not be the building up or support of foreign nations but the pro- 
tection and promotion of the defense and well-being of the United States, 
and this includes a liberal foreign policy reflecting our enlarged political 
and economic responsibilities in the world. 

If aid to foreign nations serves our best interest, then that aid is justified, 
but as a matter of public policy any aid which is given primarily as a matter 
of relief is better undertaken by loans or direct gifts rather than by putting 
some American industry in a straight jacket and obligating this country to 
the perpetual support of some privileged foreign business interest. Second, 
our government should never adopt policies, at home or abroad, except 
under the compelling urge of national defense, that would tend to favor 
one class of Americans over another class or one type of industry over 
another. 

Mr. Wubnig has stated in presenting his paper that he is in general agree- 
ment with Mr. Deimel and will use Mr. Deimel’s paper as a springboard, 
but he goes far beyond what I understand Mr. Deimel to advocate. The 


588 AMERICAN ECONOMIC ASSOCIATION 


restrictions which Mr. Wubnig would place upon the development of 
American shipping and the aid which he would give to foreign shipping in 
the way of selling our war-built ships to them and even chartering ships to 
them would, in my opinion, set us even back to the position which we 
occupied before World War II. This would be an inadequacy of merchant 
shipping against which Admiral King and others have warned us. Mr. 
Wubnig admits we ought to have enough merchant shipping for our 
national defense, but he obviously thinks this should be ground down to a 
minimum and it would represent far less a development than Congress 
legislatively has provided for in the Merchant Marine Act. 

Let me point out that such retreat and vacillation in policy would be a 
repetition of the indecision which has impeded sound merchant marine 
development in the past. To restrict merchant shipping so that foreign 
interests may have even more dollar exchange from carriage of our com- 
merce than the 75 per cent they now enjoy so that they may better pay in- 
terest on large loans hereafter to be made is incongruous. 

Mr. Wubnig implies somebody is seeking to enforce a rule that American 
ships should carry 50 per cent of the trade on every essential trade route 
in our foreign commerce. This cannot be fairly hung around the neck of the 
Maritime Commission or the shipping industry. Even today American ships 
carry even more than 50 per cent of the trade on certain routes and much 
less than that on others. Nobody can command a fifty-fifty division. What- 
ever is achieved will have to be won by good service, on equal terms, and 
this is what the Merchant Marine Act contemplates by the provision for 
payment of subsidies to offset the higher cost of building and operating 
American ships as compared with foreign vessels with which they actually 
compete. 

Now I desire to underscore and briefly to elaborate Dr. Deimel’s state- 
ment that the “maintenance of a positive policy of American shipping 
promotion is required by immediate considerations of national interest.” 
He supports unhesitatingly and completely the value of an active American 
merchant marine and shipbuilding industry for defense |but rather ques- 
tions the value of national shipping in promotion of commerce. Although | 
have been told that economists generally doubt that American flag ships 
promote our trade more effectively than foreign ships, I will later cite some 
typical examples which I believe establish the superior value of American 
ships to American trade. 

But first, as to defense, since ships cannot be instantly created, all great 
industrial nations except the United States have fostered and maintained 
their own merchant shipping in peace. Adam Smith exempted shipping 
from the application of his free trade doctrine on the ground that shipping 
was essential for national defense, and far from proposing that his country 
use the then cheaper Dutch vessels, he supported legislation which would 
have given Britain a monopoly on the tonnage employed in the British 
trades. John Stuart Mill and other liberal economists have also favored 
production and promotion of the national merchant marine, even when this 
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involved some economic sacrifices. Economic theory on this matter has been 
borne out by economic experience. In two wars we have found the cost of 
not having maintained an adequate merchant marine in peace to have been 
staggering financially in war and we also have been in grave danger of 
defeat both times because we waited until war broke out to build up 
adequate shipping. 

World War I was nearly lost because we did not have ships enough, first, 
to move the supplies to the Western allies before we got into the war, and 
then to move our own army and supplies. We spent some 34 billion dollars 
on emergency shipbuilding, none of which was available until after the 
Armistice. However, the fact that it was coming on was one thing that con- 
yinced the Germans of the hopelessness of their struggle. 

It has been estimated that the expenditure of 10 million dollars a year 
from the end of the Civil War to 1914 would have given us most of the 
tonnage we needed and it would have been available before 1917 instead of 
after the Armistice. 

After World War I the decline in our tonnage, which we permitted through 
lack of definite and vigorous policy, was paralleled by a rise in the merchant 
fleets of the Axis aggressors. 

When World War II broke out the Axis had greater maritime strength, 
I believe, than if we had kept up and had modernized our merchant fleet in 
the twenties instead of the late thirties. The older maritime nations seldom 
overbuild in time of peace or even in war. That appears to be our part. 
Moreover, a large amount of the shipping belonging to the Allies fell into 
Axis hands. Both General Marshall and Admiral King have stated that 
throughout the early part of the war shortage of merchant shipping gravely 
imperilled our country, and that it prevented our going on the offensive for 
months after we had built up the necessary military strength. 

The reproach, “‘too little and too late,” was due to our lack of ships. This 
the Axis had counted upon, thinking that while the United States would 
eventually come into the war it lacked the shipping to make its impact 
promptly effective before the Axis won. They nearly got away with it. Ob- 
viously we would not have operated in peace all of the vessels needed in this 
war. Therefore our expenditure of some 20 billion dollars on ships only could 
have been reduced in part by greater preparedness beforehand, but it is a 
fair assumption that the war would have been over sooner if we had main- 
tained in time of peace a larger merchant marine. Our operations could have 
immediately got off to a running rather than to the actual standing start. 

Could this war have been ended even one month sooner by our having 
maintained in peace a larger merchant marine, the saving in money ex- 
penditure on the war itself would have been 7 billion dollars, to say nothing 
of precious human lives, both military and civilian. Three months saved 
would have meant that much more saved of life and treasure. 

But what is this defense—which so vitally requires ships? It is not 
merely defense of the United States; it is the defense of all the decent na- 
tions against aggressors. In the war just ended—if it is ended—it devolved 
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on the United States to build the ships, first, to make deliveries from the 
arsenal of democracy, and then, belatedly, to assure the impact of our 
armed forces both in Europe and Asia. 

The United States was the one place where shipways were sufficiently 
secure to permit the building of such a vast fleet. You know what happened 
to Holland, France, Denmark, and Norway. Britain had neither the man. 
power, materials, or safe shipways for such a task; the keels would have been 
blasted as fast as laid. In another war we may not have the time nor the 
freedom from bombing to build another fleet here; hence the maintenance of 
a larger active merchant marine is required by every consideration of 
security for the kind of world we are seeking to create. You can lay up ships 
in reserve in every harbor and tidewater river of the United States, but you 
cannot lay up trained personnel. 

If the merchant marine and Maritime Commission had not been for 
four years so completely engaged in helping to win the war, proof that 
American ships help American trade more than do foreign ships would have 
been well documented. Dr. Deimel thinks this claim rests on statements 
such as “trade follows the flag,” and {that American ships have prestige 
or advertising value, remain available in the event of war, and that national 
shipping provides more direct and better service than foreign vessels. 
However, there is much more evidence on this point than mere claims. For 
example, an American chemical manufacturer was unable to sell cyanide to 
gold mines in South Africa because the actual rates were higher from New 
York to South Africa than from the United Kingdom to South Africa, the 
same British company operating on both routes. When a direct American 
steamship service was established to South Africa it put in a competitive 
rate, and today there is a large movement of American cyanide to this 
particular market. 

Prior to World War I when the Japanese were rebuilding the South 
Manchurian Railroad, the United States Steel Corporation was unable 
to get from foreign vessels competitive rates as compared with those from 
Europe. The late James A. Farrell, then in charge of the export business 
of the Steel Corporation and later its president, established a direct service 
from the United States to Manchuria, captured the contract for all of the 
steel (which the British thought they had in the bag), and made possible the 
placing in the United States all of the orders for locomotives, cars, and other 
railway equipment. This would not have been possible without direct 
service under control of the American shipper. It is true that the only ships 
which Mr. Farrell could obtain at the moment were foreign ships, but he had 
control of them and therefore was able to make a competitive freight rate. 
They were later all placed under the American flag, and the Isthmian 
Steam Ship Company, owned by the Steel Corporation, operates today the 
largest fleet of American-built dry cargo ships. 

At the time of the British coal strike in 1926, British vessels still burning 
coal were so largely withdrawn from trade with the United States that 
cotton, wheat, and other agricultural products piled high on our docks ina 
manner reminiscent of 1914. 
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m the American steamship service, both passenger and freight, has been un- 
f our interrupted direct to the west coast of South America since the opening 
| of the Panama Canal. The British line withdrew in the early thirties, and 
ently two South American lines suspended service in the period between the two 
pened He ..1s, while a Danish line went out of business soon after the beginning of 
man- World War II. 
been A prominent Ohio steel man told me this week that when he first sought 
© the before World War I to bid on an attractive piece of steel business in Brazil 
nie he went to New York and sought a freight rate from one German and two 
te British lines (there being no American service). He was told to return in 
ships ' three days, when the rate was identical from all three and so high a per- 
t you centage of the value of the steel to be shipped that he lost the business. 
A former freight traffic manager of one of our great railroads told me that 
O for before the American merchant marine was revived and began to operate 
that in all important trades unusual inquiries for prospective United States 
have exports to competitive markets had to be forwarded to Europe with all 
rents MH details before the freight rate was quoted and that when it was quoted it 
“atte ' was often too high or too late. A former port official of New Orleans tells me 
tonal that when New Orleans and the Mississippi Valley tributary thereto was 
= wholly dependent on foreign ships to South America, service was infrequent 
Lig and pleas for liner service were met with the excuse that “there is not 
le “ enough business down there.” This in a trade which has grown to large 
New proportions and in which a fine American service has since been established 
the and will shortly be restored to private American hands with improved 
“sag passenger and freight vessels. 
vo Before 1924 our rubber from Malaya came by foreign tramp, taking sixty 
san to ninety days on the voyage. American vessels established liner service, 
taking thirty-eight days and with arrivals on definite schedule. Foreigners 
had to follow suit. At about the same time our lines also pioneered re- 
oa frigerated service for United States fruits. 
ig So well have American lines built up service and established competitive 
— rates that only some five complaints that rates from Europe to competitive 
‘the markets were lower than those from the United States have reportedly 
he been received in the last eighteen years by the Maritime Commission. Con- 
“ trast this with conditions prior to 1914, when complaints of this sort were 
perennial. 
8 Dr. Deimel contrasts our national shipping policy with our international 
“oe economic policy by characterizing the ship policy as one of “‘promotion,” 
ae and the international policy as seeking to maintain and develop a system of 
i. liberal ‘multilateral economic relations and the expansion of mutually 
<a beneficial commerce. He thinks there is a divergence between the two 
; principles in their bearing on international economic relations. 
fine _ T believe his characterization of the shipping policy as one of promotion 
thet is incomplete. At any rate it no more promotes American shipping than 
“gh many of our other policies, such as the tariff, parity payments to agricul- 


ture, export subsidies, and maintenance of commodity prices, promote other 
segments of our economy. If Dr. Deimel had used the soothing word 


en? 


‘ 
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“parity” instead of “promotion” he would have come closer to the fact and 
would have left less ground for supposed conflict. What he repeatedly 
describes as the “broader international economic policies of the United 
States” are, in fact, shot through with protection for various elements of 
our national economy and various classes of our industrial and agricultura| 
population. The United States is pursuing no abstract philosophy in any of 
its policies and Dr. Deimel indicates this, but continues to stress a diver. 
gence and imply a conflict which he feels must be “harmoniously resolved 
without sacrifice of essentials on one part or the other.” 

This raises the question of how much actual conflict there is and whether 
we actually do have a special international economic policy which is broader 
or higher or more controlling than various other national policies. My own 
belief is that our international economic policy is the sum of all of our laws 
which bear upon our international relations, and that national shipping 
policy is a constituent element in, and not something apart from, our 
international economic policy. 

In the light of our experience in two wars I can think of no broader or 
higher policy purpose than to develop the American merchant marine and 
keep it at a point adequate for both defense and commerce, which it dis- 
tinctly was not prior to 1939. 

Will Dr. Deimel say that the reciprocal trade agreement policy, which | 
have supported before Congress every time it has been up, is any less pro- 
motive of American exports than the Merchant Marine Act is of American 
shipping? Do not Export-Import Bank loans promote American exports? Is 
not the pending Anglo-American loan being advocated on the ground that 
it will open foreign commerce and lift from American export trade certain 
discriminations? To the extent that loans may not be repaid are they not 
subsidies? 

Are the subsidy payments authorized by the Merchant Marine Act to 
overcome disadvantages imposed by our higher standard of living and 
United States navigation laws and requirements any greater aid to shipping 
than the tariff is to many lines of production even when the duties have been 
adjusted through the Reciprocal Trade Agreements Act? As a matter of 
fact, the United States before the war imported a far larger part of its 
shipping needs in foreign trade than it did of any largely used competitive 
product. Foreign ships carried nearly three-quarters of our foreign com- 
merce. 

It is interesting to consider what would be the public reaction were it 
proposed to create a condition of free competition under which three- 
quarters of our need for stee!, automobiles, textiles, or farm products would 
be drawn from foreign sources or how long such a situation would be allowed 
to continue. I am seeking here to make the point that our shipping policy is 
no less liberal and no less in tune with the spirit of the times than other 
phases of our policy affecting international relations. Some foreign maritime 
interests, however, display a peculiar sensitivity to any increase in our ex- 
ports of shipping services which they do not display towards increase of our 
exports of goods. 
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Nobody can object to suggestions that various parts of our national 
policy should be harmonized, but you do not promote the harmony of the 
human body by suppressing the functions of one of its component parts, 
and you are not likely to harmonize the body politic by a similar operation. 

The percentage of our commerce carried by American ships is far less than 
that which British, Japanese, German, Italian, and other vessels carried of 
their total national commerce. We do not seek such dominance. 

Dr. Deimel in urging the attainment of compatability between national 
shipping policy and the international economic policy, emphasizes that this 
problem relates only to the policy of merchant marine expansion through 


' government aid “beyond the competitive commercial level.” He says, ““No 
question of restriction of national shipping activities on a commercial com- 


petitive basis is involved.” 
Since there is no authority anywhere for restriction of lawful steamship 


' operation in foreign trade, this assurance seems a little superfluous, but it 
- does imply that what he has in mind is some sort of a limitation or restraint 
' upon the Merchant Marine Act. Since only moderate progress had been 


made under this Act when its operation was suspended in 1942 the question 


‘naturally arises whether under such a limitation it should be permitted 
again to operate to any substantial extent. I am aware that others in the 
> State Department feel that subsidies should not be employed to expand 
» the merchant marine beyond the point it occupied before World War LI. 


[his would be distinctly a reversion to the inadequacy which cost us so 


dear, and against which Admiral King and other of our war leaders have 


warned us. Any such ceiling or limitation would be a direct challenge to an 


' act of Congress designed to remedy a basic defect in our national economy. 


A ceiling or limitation in the name of broader international economic policy 


' which would let the merchant marine up only an inch or two at a time would 


equally frustrate the Congressional directive. 
Missing from Dr. Deimel’s paper—he naturally could not cover all 


_ points—is reference to the fact that many foreign governments substantially 
_ subsidize their shipping even though it does not suffer the higher costs and 


administrative restrictions which afflict the American merchant marine. 
Is there any assurance that other governments will cease to promote their 


| national shipping? Even if they should they would not lose parity or ad- 
| vantage over us. It should be mentioned that subsidy payments under the 
> Act of 1936 until suspended in 1942 were only 10 million dollars a year, more 


than half of which was subject to recapture. 
What I feel should be established in this discussion is whether we actually 


have an overriding international economic policy to which shipping policy 


does any violence whatsoever. 
A reading of the Merchant Marine Act will convince anyone that it is 
not a wide-open subsidy law. Subsidies may only be granted to ships whose 


| operation on a route essential to the United States is guaranteed. They 
| may not be paid to American vessels operating in world trade wholly foreign 
to the United States. Those who receive subsidy contracts assume heavy 


obligations to maintain service in good times or bad, build new and modern 


| 
| 
| 
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ships as required, surrender the ship in time of war to the government at 
book value, and turn back to the government one-half of earnings over 1( 
per cent on capital actually invested. They receive some consideration jp 
taxes but all in all they actually get something less than the parity the 
Merchant Act professes to extend. All of the advantages and some more an 
American citizen could obtain by operating under a foreign flag, but then the 
United States would not have the ship in the event of war. 

The disparity in operating costs is in no small part due to requirements 
imposed upon American ship operation by the United States Government, 
When Dr. Deimel speaks of not interfering with the operation of American 
shipping on a commercially competitive level he overlooks the fact that the 
government is constantly interfering with and hampering the competitive 
ability of American shipping by requirements beyond those imposed upon 
efficient foreign ships by their governments. So if there is to be compatabil- 
ity between supposedly conflicting policies, let it prevail all around the circle 
before we abandon the equalizing aid which Congress has authorized. 


RatpH H. HALLETT: The paper of Dr. Marx can be divided into two 
parts: first, he outlines the factors and imponderables which will undoubt- 
edly be at work in the future and which will have varying effects upon future 
freight rates, winding up with the conclusion that the probable excess of 
tonnage over demand will outweigh the increased cost of operation and will, 
therefore, cause a serious depression of the rate levels; second, he outlines 
the machinery by which he suggests that this undesirable result may be 
prevented. 

Whether there will be a serious excess of tonnage over the demand will 
depend upon whether any maritime nation adopts a national policy of in- 
sisting upon securing a lion’s share of the world traffic by any competitive 
device whatsoever and without regard to the claims of other nations. 

However, there does not appear to be any evidence that any of the mari- 
time nations, including the United States, intends to use its vessels to secure 
a lion’s share of this international traffic. The fleet of the United States could 
be used for such a purpose, but every official in a position to express a con- 
sidered opinion has stated that the fleet to be used in foreign commerce 
should only be sufficient to carry a substantial portion of the commerce of 
the United States, and “substantial” has been defined as approximately 50 
per cent. 

If the term ‘reserve fleet”’ means that the reserve fleet will be in a position 
to be used actively at any time, then it is possible that Dr. Marx’s fear of 
excessive tonnage will materialize. However, in view of the experience which 
the United States had with respect to a reserve fleet after World War I, it is 
believed that the reserve fleet which will be laid up after this war will be 
forbidden to be used by act of Congress, except in extreme emergency. 
Should this be done, the vessels in this fleet could not exercise any effect 
upon the demand for tonnage. 

Statements have been made by various English speakers and writers to 
the effect that England did not intend to make the mistake which it made 
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after World War 1 and dispose of its obsolete tonnage to the nationals of 
other countries, because it found that by so doing its active commercial 
fleet was handicapped by the competition thus created and its shipbuilding 
industry was handicapped by a lack of orders. 

Unless the larger maritime nations ignore all experience there is little 
likelihood of there being such an excess of tonnage actually in operation 
over demand as Dr. Marx fears. 

Dr. Marx finds a need for an international organization to: ‘‘(1) protect 
the shipping public against monopoly powers of shipping conferences; 
)) help rationalize the economic forces of supply and demand... ; and 
3) co-ordinate national maritime policies.” 

Even if an excess of tonnage over demand great enough to depress freight 
rates should develop, Dr. Marx has thrown doubt upon the soundness of his 
recommendation for the need of such organization to control it. He has 
outlined the formation and activities of the International Tanker Pool and 
the Tramp Shipping Administrative Committee. He states in connection 
with these organizations: ““These pools mark something new under the sun 
and may well establish a precedent for international co-operation in ra- 
tionalizing surplus tonnage in the future.’’ He might also have included the 
Baltic and International Maritime Conference. 

These organizations comprise nearly all owners of tramp vessels in all of 
the maritime nations in Europe, including England. Their co-operation was 
voluntary and so successful that they were functioning up to the time the 
war broke out in 1939. With respect to the control of freight rates of tramp 
tonnage, which, by the way, influence freight rates of liner vessels most 
seriously in times of depression, the precedent already established by these 
organizations evidences a probable ability to prevent any excessive effect 
from overtonnaging without intervention from the national or international 
level. 

The need for an international control organization to control shipping 
does not appear. 

Dr. Marx states: “Conference and pooling arrangements have had con- 
siderable success but have not been adequate to the over-all task which has 
confronted the industry.” 

Unfortunately, he has not pointed out the over-all task to which he refers 
nor in what way the conferences of either tramps or liners have failed to 
meet that task. He speaks a good deal of protecting the rights of the shipping 
public, and it may be that he feels that the conferences have failed in this 
respect. It is difficult to determine whether he disapproves of the result of 
the English investigations into shipping rings or conferences. He does seem 
to be impressed with the manner in which Australia met its problem of 
securing stable and a lower freight rate. The Australian problem was a 
simple one by reason of the comparatively small number of commodities 
Involved. 

It cannot be denied, however, that the English have investigated con- 
ferences very thoroughly. The fact that they found that the conferences 
were using deferred rebates, keeping the terms of their agreement secret, as 
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well as their tariff schedules, and did not condemn these practices is eyj- 
dence that England believed that these practices were of more help in ad- 
vancing the English foreign commerce than they were detrimental to the 
rights of the shippers. It is well to keep this English attitude in mind before 
deciding to place the control of conferences under an international organiza- 
tion. 

The American attitude varies widely from that of the English. Confer. 
ences have been the subject of searching investigations since that of the 
Alexander Committee of Congress which started in 1912. 

The need for the retention of conferences appears in every investigation, 
but many of the conferences’ former practices have been condemned, such 
as the fighting ship, deferred rebates, and the secrecy of the agreement itself. 
The conference agreements were made public and subject to the approval 
of the regulatory agency before the parties could act thereunder lawfully, 
The Maritime Commission continually scrutinizes the activities of the con- 
ferences to assure that the rights of the shipping public are protected. 

Dr. Marx has been misled by the only two formal decisions of the Com- 
mission and its predecessor covering rate filings into the belief that they 
include all filings which are required. This is not the fact. The Commission 
as an administrative matter requires all conferences to file their tariffs with 
it, inbound traffic as well as outbound. These tariffs are open to public in- 
spection. These tariffs cover a large portion of the foreign transportation in 
and out of United States ports. The tariffs are not merely received for filing, 
but are studied to assure that the conference involved is protecting the 
rights of its customers. In addition, the Commission insists upon being 
furnished a full record of conference activities. 

Dr. Marx has presented no evidence that what he calls the monopolistic 
tendencies have worked to the detriment of the shipping public. In view of 
the widely different approaches toward monopoly followed by the European 
countries, including England, on the one hand, and by the United States 
on the other, an international organization made up of the representatives 
of these countries would undoubtedly be forced to compromise these dif- 
ferent approaches. Any compromise would certainly not increase the limita- 
tions imposed upon the practices of the conferences by the laws, rules, and 
regulations adopted by the United States. 

The problem of passenger fares and the level which they will find in the 
postwar period will be dependent to great degree upon the development of 
the air service. In spite of the optimistic claims of some of the air companies 
that they will be able to attract all the passengers, the maritime industry is 
convinced that there will be a substantial travel by water which may exceed 
the prewar volume by reason of the timesaving airplane which will create 4 
greater pool of possible travelers from which to draw. The fares of each 
service will be dependent upon those of the other. 

The fact that the fares of the carriers by air may be controlled by an 
international agency does not mean that those of the carriers by water 
must also be controlled by the same agency. The fares applicable to United 
States ports in practically all cases are subject to conference control, whic 
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in turn is subject to the supervision of the Maritime Commission. 

It is believed that no resort should be had to international regulation by 
governments until it has been proven that no other regulation is adequate. 
Too often we believe that “‘pass a law” is the panacea to cure all our prob- 


lems. 


Joun G. B. Hutcutns: Professor Marx has presented an analysis of some 
of the economic forces and institutional arrangements which may be ex- 
pec ted to influence postwar ocean freight rates. The paper deals, however, 
primarily with principles, and one might wish that he had applied these 
seiacialod in a quantitative manner to the problem of postwar freights. 
He is, of course, on very sound ground in relating his analysis to broad 
questions of demand, supply, and merchant marine policy. His approach is, 
however, of a somewhat static nature, and in the speaker’s opinion, does not 
adequately take account of the probability that during the next two or 
three decades the maritime industries of the world, given peace, will be en- 
gaged in a process of adjustment, quantitatively, geographically, and 
technically, from the present greatly distorted position to one which should 
reasonably well represent long-run equilibrium. In shipping, because of the 
normal twenty-five-year life period of vessels, this process of adjustment is 
generally tortuous, and engenders severe financial pressures. Furthermore, 
the navigation policies of the principal maritime powers are likely to inter- 
fere seriously with any trend toward a normal equilibrium. Therefore, the 
process is likely to involve several distinct stages and will doubtless exhibit 
cyclical fluctuations. It would appear, therefore, that such prospects should 
be taken into account in discussing postwar freights. 

One problem which deserves considerable attention is the question of the 
trend of the differential between the United States and foreign countries in 
construction and operating costs. The recent Harvard study has presented 

ta showing that before the war, for the C-2 type of ship, construction 
costs in the United States compared with Great Britain were in the ratio 
of 1.4 to 1, with respect to Germany, 2 to 1, and compared with Italy and 
Holland, 1.5 to 1.1 Average wage rates in shipbuilding were also shown to 
bear ‘Tatios ranging from 2.4 to 1 for Britain to 5 to 1 for Italy.* With respect 

p operating costs, American owners faced substantially higher ex- 
penses on account of wages, subsistence, repairs, and insurance, of which 
the wage item was most significant. Able seamen on foreign ships were paid 
amounts ranging from 19 per cent of the $73 per month American wage in 
the case of the Japanese to about 65 per cent for the British.’ In relation to 

revenues, American operating costs were estimated by the Harvard 
group to have been before the war from 15 per cent to 20 per cent above 
foreign costs. 

Use and Disposition of Ships and Shipyards at the End of World War II. A Repor 
repared for the U. S. Navy Department and the U.S. Maritime Commission by the Graduate 
choot of Business Administration, Harvard University (Washington: Government Printing 

fice, Ju ne, 1945), p. 165. Hereafter referred to as the Harvard Report. 


? Han vard i Report, p. 165. 
' Harvard i Report, p. 62. 
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It seems probable that the long-run effect of World War II will be to 
widen these differentials. The war has greatly impoverished the maritime 
powers of Europe and has seriously damaged their export trades. When ad. 
justments in foreign exchange rates to take account of distorted currencie: 
and international monetary disequilibrium have been made, it seems likely 
that shipping will prove to be for such nations a relatively profitable busi- 
ness. It is true that in some cases, such as that of Greece, the loss of capita] 
during the war may prove to have been so great as to prevent a rapid re. 
vival. In Great Britain, the Low Countries, Scandinavia, and perhaps also 
Italy, it seems likely, however, that sufficient capital and entrepreneuria! 
talent will be available to permit of a rapid recovery. If the cost differentials 
are thus widened, we may expect intensified competition between the foreign 
maritime powers, which will be endeavoring to rebuild their fleets, and the 
high-cost, subsidized, American merchant marine. Such competition would 
doubtless place a severe strain on freight rates. 

We may, therefore, hazard the prediction that there will be, as after the 
last war, four stages in the history of postwar shipping, assuming that 
peace is maintained. The first stage is the postwar reconversion period, 
through which we have already made much progress. It may be expected 
that these years will be characterized by extensive employment of tonnage 
in the movement and supply of troops and in relief shipments, the charges 
being largely paid by public agencies. As at present, no substantial surplus 
of vessels, even Liberty ships, may be expected to develop. Pressure on the 
available tonnage is, however, unlikely, as is evidenced by the fact that re- 
pairs are not being made to Liberty vessels which are in even moderately 
bad condition. During these months world traffic will be dominated by the 
high-cost, American, war-built merchant fleet. Intense competition from 
foreign vessels is not likely to be felt. Indeed, until March 2, 1946, the ves- 
sels of the principal maritime states remain under government requisition 
in accordance with the United Maritime Agreement. Thereafter for some 
time the revival of foreign owners’ operations will continue to be hampered 
by shortages of labor, capital, and facilities, by the large volume of old ton- 
nage now in a bad state of repair in such fleets, and by political and social 
disturbances. Foreign owners may be expected to shelter themselves under 
the umbrella of high freight rates largely determined by American costs, 
and even to press for a lifting of such rates. The rate structure, already 
swollen by wartime surcharges, may therefore be expected to survive with 
only piecemeal modification. 

This first period will probably last until the present abnormal trafiic 
movements subside and efficient foreign competition in volume reappears. 
After World War I, the corresponding years were from the Armistice to 
mid-1920. By the end of 1921, however, rates from United States Atlantic 
ports to Europe had declined sharply to 30 per cent of the January, 1920, 
rates. A similar collapse may be expected again. 

Secondly, we may expect this first period to be followed by a time of re- 
construction and readjustment. In the case of World War I, the comparable 
years were from 1920 to 1930. As Professor Marx points out, ocean trafic 
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may quite conceivably be substantial, but it is unlikely to approach in size 
the heavy movements of the war and reconversion periods. Furthermore, 
as a result of the elimination of inefficient military and relief traffic, and the 
improvement of ports in war areas, much of the inefficiency now affecting 
shipping will have disappeared, and the present volume of tonnage will be 
capable of carrying a larger amount of traffic. To give quantitative back- 
ground, we may note the conclusion in the Harvard Report that annual 
postwar dry cargo traffic in American foreign trade will range between 
48,000,000 and 67,000,000 cargo tons, compared with 28,000,000 tons in 
1929, and 48,000,000 tons in 1937.4 In view of world unsettlement, wide 
variations are possible. 

On the supply side, there will doubtless be a rising volume of construction 
in the principal shipyards of Europe of modern, specialized, cargo liners, and 
of faster, more economical tramps. German and Japanese shipbuilding will 
probably be negligible, but this is not certain. Private incentives to build 
up tonnage will be unusually strong because of the expected large dif- 
ferential in costs, the rate umbrella, and the expected recovery of efficiency 
generally in European ship operations. Furthermore, the foreign exchange 
positions and national interests of the leading foreign powers will un- 
doubtedly lead to policies designed to foster both shipping and shipbuilding. 
The expected decline in freight rates will in itself produce pressure to 
modernize fleets. Many old vessels having high costs will doubtless find their 
way into the hands of owners in the poor, low-wage maritime states in 
whose hands they will continue to compete. Even in this country, sub- 
stantial construction of vessels of special design is planned under the terms 
of the Merchant Marine Act of 1936. A period of active world shipbuilding 
is therefore in prospect. 

This process of rebuilding the world merchant fleet is certain to have 
serious implications for the level of freight rates. A substantial surplus of 
tonnage is inevitable, since the huge war-built fleet will not be overage for 
two decades. The Harvard Report, it may be noted, estimates that at best 
vessel employment in both protected and foreign trades of the United 
States will amount to about 1,035 dry cargo ships and 290 tankers, and at 
worst to 685 dry cargo ships and 175 tankers, compared with a total supply 
of close to 5,000 ships.§ 

The appearance of many new modern carriers is bound to lower the cost 
at the margin of providing service. Many vessels now operating, including 
much of the American wartime fleet, will pass beyond the margin. The 
owners of the new, efficient vessels may be expected, as in times past, to at- 
tempt to capitalize on their advantage by lowering rates. This may occur 
through pressure within conferences, by nonconference competition, and 
by tramp competition. American operators may, in general, be expected to 
resist such pressure vigorously. This period of steady pressure and of a shift 
in the center of gravity in merchant shipping abroad may, as Professor 
Marx has indicated, be protracted. Over the short run, the supply of ton- 


‘Harvard Report, p. 55. 
‘Harvard Report, p. 120. 
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nage is highly inelastic indeed. The result is that rates may fall far withoy 
causing the removal of ships from the freight market, except by goverp. 
ment action. Operators may continue vessels in service even though 
revenues fall, not only to the point where they do not cover operating costs 
but even further to the point to which the deficit in the operating accoun 
approximates the lay-up charge on the vessel. Even then, because of the 
cost of reconditioning ships, owners are reluctant to lay-up. There js ac. 
cordingly a strong probability that in the absence of private and public 
controls a situation will arise favorable to a freight structure chronically 
below the normal equilibrium point. It is almost certain that the freight 
levels will be well below the average ton-mile cost of operating American 
war-built tonnage. American operators, unless subsidized, may have serious 
difficulties. 

Professor Marx is aware of these possibilities and of some of the problems 
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of control through international shipping conferences. He therefore urges Fin 
the formation of a permanent world shipping authority to supervise private equili 
agreements and to deal with problems of rival public policies, which are be- J 5. tw 
yond the reach of private firms. The present United Maritime Authority is & os ¢h¢ 
such an organization. There is already, however, much impatience with its I i; p 
restrictions, and both operators and governments are clearly preparing for It 1 
vigorous competition upon its expiration. of des 

It may be pointed out, however, that such an organization would have H gityat 
great difficulty in controlling rates unless it had far-reaching powers to con- HR tainly 
trol supply. Otherwise a great waste of carrying capacity such as occurred MH oy tin 
between the World Wars is inevitable. In addition to controlling rates, such Pro 
a new peacetime authority would therefore doubtless have to intervene ex- J world 
tensively with respect to securing agreed allocations of liner sailings among J pojici 
flags, and would also probably have to control tramp sailings to some extent. Hi [nite 
The shares of the respective operators and nations in world traffic would J excess 
have to be determined by a process of negotiation in which political and HH oyi;4} 
economic considerations would be intermixed. Temporary situations of this HR j; ¢).. 
type have already arisen under the U.M.A. In these respects, maritime tral- BR euch ; 
fic, because of its complexity, is much more difficult to control than ar Hand 
traffic. The proposal therefore raises important questions. Would the ocean #& war a 
shipping system tend to become frozen? Would shippers lose many of the HR howe 
advantages of competition and flexibility? Would the dependence of ship- HH seriou. 
ping firms on government support become unduly great? Even more im- 9 ments 
portant is the question of whether or not subsidies would retain much sig: HB ajso } 
nificance as a means of extending national shipping interests? Finally, we HR below 
may ask the most fundamental question of all; namely, do the rival security HR nation 
and national economic interests of the powers permit of reconciliation MM at pub 
through such an authority? In general, however, the explosive forces in the Ind 
freight market clearly point toward the desirability of some kind of inter 9 Mary | 
national agreement. rail an 

It is theoretically possible to conceive of a third period, which would be HI the eff 
one of acute crisis as a result of a culmination of shipbuilding programs at® BM thoroy 
time when World War II ships were still available, and of a world-wide HM trade , 
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contraction in traffic. We may note that after World War I, there was such 
, period from 1930 to 1937. At that time, the revenues of even modern ves- 
sls operated by representative foreign firms were far from covering average 
costs, and less well-situated operators encountered serious financial difficul- 
ties. This was the period of the British tramp subsidies based on the concept 
of equalizing the difference between actual charter rates and “parity”’ rates. 
In Germany, Italy, and Japan, ship breaking was actively subsidized. Ves- 
sels generally sailed light, and there were numerous ballast voyages. Such 
a period of acute crisis could arise again if national policies produce ac- 
celerated construction of modern tonnage over a period of years and World 
War II tonnage is not broken up or sterilized. Any sharp curtailment in 
world traffic would suffice to bring it about. It would represent the culmina- 
tion of a situation of chronic economic disequilibrium. In the absence of an 
international agreement, rates could be extremely low. 

Finally, a fourth period in which there would be a return to normal 
equilibrium may also be theoretically envisioned, beginning some twenty 
or twenty-five years hence, as a result of the expected rapid disappearance 
of the war-built tonnage. In the sequence of events following World War I 
this period began about 1937. 

It will be noted that we have placed considerable reliance on the pattern 
of development following World War I. It is believed that in the present 
situation, economic history may provide a good preview of the future. Cer- 
tainly there are strong theoretical reasons for expecting a cycle of the type 
outlined. 

Professor Marx has done well to emphasize the point that future levels of 
world ocean freights will depend primarily on national merchant marine 
policies. If highly nationalistic programs, such as that recommended for the 
United States in the recent Harvard Report, are widely adopted, a chronic 
excess of tonnage, ending as previously predicted in an acute crisis, is in- 
evitable. It may be noted that in the Harvard Report the viewpoint taken 
is that it is the task of public policy to foster shipping and shipbuilding in 
such a manner as to, first, secure adequate capacity for national defense 
and, second, to minimize the cost to the federal treasury over a cycle of 
war and peace. The gap between wartime and peacetime requirements is, 
however, now so great that such policies, if widely followed, would have 
serious repercussions. They would make imperative international agree- 
ments to sterilize tonnage, apportion sailings, and control rates. They might 
also be expected to produce a freight rate level more or less permanently 
below the unsubsidized costs of efficient foreign operators. In other words, 
nationalism in shipping means in the foreign trade lower than normal rates 
at public expense. 

In dealing with the protected coastwise and intercoastal trades, Professor 
Marx raises the question as to whether or not the division of traffic between 
tail and water carriers is satisfactory from the standpoint of maximizing 
the efficiency of the national economy. These trades are of course now so 
thoroughly isolated from the foreign carrying trades that the level of foreign 
trade rates is likely to have very little influence. Rail rates instead set a 
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ceiling on ocean rates. There is little immediate prospect in a rise in this 
ceiling. The problems of the protected operators are therefore to reduc: 
costs until they can make money at existing rate levels and to secure a yo). 
ume of traffic based on their relative fitness and economy as carriers. It js 
particularly important that cargo-handling costs, which now eat up 41 pe 
cent of total revenues, be reduced.® 

With respect to economy and fitness it may be noted that since Worl 
War I, because of the general employment of cheap war-built tonnage, 
operators’ total ton-mile costs have not reflected full normal costs. In the 
future, unless efficient new vessels are made available at low prices by means 
of government aids, the cost of coastwise and intercoastal service wil] he 
higher relative to rates than before because of replacement costs. The 
question of the relative economy and fitness of carriers is therefore a con- 
plicated one. Does the term apply to long-run normal costs of vessels and 
ship operation, to short-run costs determined largely by windfalls in the 
form of availability at low prices of war-built tonnage, or to an artificially 
established long-run cost level based on an established policy of aid to this 
branch of the shipping industry in order to maintain it at an expanded 
capacity? This problem would appear to be crucial for the domestic trans. 
portation authorities. 

The future of freight rates in these trades appears, however, to be much 
less uncertain than in the foreign trade. For a considerable time to come 
carrier interests and regulation are likely to hold them at present levels. 
Eventually new construction, the release of war-built tonnage, and the 
inevitable slackening in business will undoubtedly produce overcapacity 
and some tendencies to reduce rates. Competition in the uncontrolled bulk 
cargo trades may be eventually severe. 


® Harvard Report, p. 82. See also Paul F. Lawler, “Crisis in the Domestic Shipping Indu: 
try,” Harvard Business Review, Winter, 1946. 
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ECONOMIC PROBLEMS OF FOREIGN AREAS 


ECONOMIC RECONSTRUCTION IN THE FAR EAST 


By C. F. REMER 
University of Michigan 


I 


History determines for the economist the matters to which he must 
give attention if he is to be useful. In the Far East today he must con- 
cern himself with relief, with readjustment to the end of Japanese oc- 
cupation and expansion, and with certain fundamental questions of 
economic organization and development. 

Policy is involved; the approach must therefore be realistic; and eco- 
nomic matters must be viewed in their social and political setting. In 
the determination of policy, spirit and attitude count for much. Ameri- 
can—and Western—economic relations with Far Eastern peoples would 
be better if we were sufficiently democratic in thought and action to 
accept these peoples as part of the world in which we live and to recog- 
nize that their claims to a peaceful and prosperous life are quite as valid 
as are the claims of others. 


II 


The Far East has suffered the destruction which goes with modern 
war. Capital equipment has been allowed to deteriorate. There has been 
demolition. The term “scorched earth’ came from the Far East. There 
has been loss and seizure of supplies. Accounts from Shanghai show 
that Japanese policy in this respect was maintained to the very end. 
This destruction took place in countries with meager capital equipment 
and so poor that any failure of production and transportation was likely 
to mean suffering and death. 

Relief has fallen to some extent to the armed forces of the Allied 
powers but the main task is that of the United Nations Relief and Re- 
habilitation Administration. Certain features of the Far Eastern ac- 
tivities of UNRRA are of special interest. 

UNRRA is an international institution and international economic 
institutions have not met with much success in the Far East in the past. 
There has been too much regard for national prestige and too much 
international political competition. These difficulties were increased by 
the prewar efforts of the Japanese to eliminate all other powers from 
the area. If relief and rehabilitation can now be well done through an 
international organization, this will be an outstanding achievement in 
itself and it will pave the way for Bretton Woods, for the Food and 


tm 
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Agriculture Organization, the International Labor Organization, ap; 
international economic institutions generally. 

In the second place, current relief in the Far East is closely related tp 
future economic development. This is due to the shortage of capitg| 
equipment and to the fact that transportation and simple processing 


are an essential part of relief. Expenditure for capital equipment js R 
therefore, a reasonable charge against relief. sou! 
A third feature of the relief program is the extent to which local ex I add 
penditures are required as a complement to imported materials and MM -elj; 
equipment. UNRRA will, no doubt, wish to minimize importation andj Hi ay | 
to maximize local expenditure. Knowledge as to the necessary minimum J jnd. 
proportion of imported equipment for the rehabilitation of a particular J jap 
industry or country will facilitate plans for economic development and # The 
the establishment of policies to meet future unemployment in both jn. if 
dustrialized and undeveloped countries. duc 
The Chinese government’s report to UNRRA in 1944 shows that 2 as y 
large proportion of her request for 945 million dollars is for capital goods I aws 
and equipment. An examination of this request and of Chinese plan; I |ati 
for economic development shows that the relief period is expected to re Hi mat 
quire greater imports of capital goods in relation to local expenditure I Bri 
than the later period of development. These are revealing facts. They I ties 
show that destruction must be made good at once but they show als J fror 
the inadequate capital equipment of the Chinese economy. A 
This lack of equipment leads to a final question. How far into the H con 
postwar period should the principle of relief be extended? Consider the J por 
case of health, disease prevention, and medical care. The need is for: J bee: 
gift rather than a loan. In the long run, medical care may pay for itseli I refi 
and facilitate international payments by increasing production. But the J pro! 
great human need is immediate and so is the danger of the spread o HF effe 
disease to other countries. Problems of health are not to be solved on HH equ 
the principle that each country should have the equipment and technica J diti 
service it is able and willing to pay for. C 
If 

III mor 

imp 

The defeat of Japan has ended a long program of Japanese expansi0t J the 
in the Far East. Progress was from the simple acquisition of adjacent rf 
islands to an extension of control more in keeping with industrializatio I to ; 
and great foreign trade. Japan finally reached the sweeping regional I rais 
integration of the so-called “Greater East Asia Coprosperity Sphere’ i giv: 
based upon corporate infiltration, political pressure, and finally bar Hi bus 
force. Expansion and forcible integration have now come to an end. J link 


How is adjustment throughout the Far East to be made? 
Consider first the countries beyond the area of Japanese occupatia 
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and control: Siberia, Australia, and New Zealand. Siberian immigration 
and industrialization were promoted to meet the threat of war with 
Japan. The population is several times what it was; many cities have 
doubled in numbers; at least one important industrial center is entirely 
new. And the war is now over. 

Renewed Russian interest in Manchuria and Russian occupation of 
southern Korea are, no doubt, related to Siberian adjustment. What 
additional measures are to be expected? Will such measures indicate 
reliance on growing regional and world trade or will they tend to create 
an area within which Russia will have a special position? If Siberian 
industrialization is great enough to require the markets of China and 
Japan and raw materials from the south, liberal trade may be promoted. 
The policies of others will have their influence upon Russia. 

In Australia and New Zealand the war increased agricultural pro- 
duction; in Australia there was a great increase in industrial production 
as well. Pearl Harbor made both countries politically and strategically 
aware of the Far East. What are the possibilities of new economic re- 
lations? New Zealand will hardly find Far Eastern trade an important 
matter, but Australia may, especially if her industry can be linked with 
British and American investment. The desire to maintain close economic 
ties within the British commonwealth may, however, prevent Australia 
from attempting to step out into the new Far Eastern economic scene. 

A second category of countries includes those long under Japanese 
control. Formosa has been a Japanese colony for half a century. Im- 
portant economic changes have taken place and living conditions have 
been improved. Japanese ownership of railways, power plants, and sugar 
refineries will, no doubt, be brought to an end and the Chinese will 
probably desire to eliminate Japanese technicians. Reliance for technical 
eflectiveness will then be upon Formosan Chinese. They may prove 
equal to the task if the Chinese government establishes favorable con- 
ditions. 

China must deal also with the results of Japanese protectionist policy. 
li China adopts liberal trade policies, Formosan adjustment may be 
more difficult. Technical effectiveness may then prove to be of critical 
importance for Formosa and for Chinese success in the government of 
the island. 

In Korea, also, Japanese ownership of business and industry will come 
to an end, if Korea is to have a fair chance at independence. This will 
raise the same question of technical effectiveness. Koreans have been 
given less opportunity than Formosan Chinese to establish their own 
business enterprises. It is also true that Korean industry has been closely 
linked with Japanese war production. This will add to the difficulties of 
conversion but the outstanding problem will probably be the mainte- 


nan 


nance of technical effectiveness. 
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Korean trade with Japan has been so great in the past that specia| 
arrangements for the continuance of this trade may be necessary. Such 
arrangements will help to maintain an existing territorial division 
labor and will bring home to the Japanese their dependence upon others 
for a significant part of their food supply. A growing trade beyond Japa 
will be the final test of successful adjustment and this should not be 
made more difficult by delay in the establishment of effective Korean 
economic unity. 

In Manchuria the same problems will arise of the elimination of Japa. 
nese ownership and control, of the maintenance of technical effective. 
ness, and of a new economic orientation. But Manchuria is Chinese and 
if there is prompt integration into the Chinese economy both China 
and Manchuria will find adjustment easier. 

A third category of countries includes all the rest of the Far East 
aside from Japan. In these countries Japanese occupation and control 
were temporary. How far did the Coprosperity Sphere indicate new pos. 
sibilities for the future? 

Evidence of failure is easy to find. It is probable that the Japanese 
carried specialization so far that they planned only for war and conquest 
and not for successful occupation. There were other factors also in Japa- 
nese failure: a losing war; lack of machine tools, ships, and other capital 
equipment; and a growing resistance to her domination. But the in- 
portant question is whether Japan had any success indicating new 
possibilities for the future. 

We do not yet know the complete answer. Before the war Japan was 
getting raw materials in increasing amount and variety from Far Eastem 
countries and her export trade was playing its part in the establishment 
of intraregional division of labor. During the war she extracted more 
from Korea, Formosa, and Manchuria, but in these countries Japanese 
control was of long standing. Our present interest is in the territory 
occupied during the war. 

Occupied China was controlled by the Japanese for a number of years. 
The Japanese needed the products which were obtainable. They had an 
elaborate corporate and legal mechanism; they had “puppet” govern- 
ments at their disposal. Nevertheless the Japanese did not accomplish 
much. 

The Chinese maintained, while the war was still on, that the Japanes: 
had accomplished nothing. This attitude is being revised. According to 
a well-informed Chinese official the Japanese increased the production i 
coal in China, opened new mines, and established new blast furnaces. 
They created an effective power network in one province and built 10 
less than eleven hydroelectric plants over northern China. By thei 
hierarchy of corporations they brought transportation and a number 0! 
important industries under unified control. 
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From another report we learn that ‘“‘the puppet bank left as a legacy 
the strongest central banking control ever exercised in Shanghai.” This 
control, we are told, will now be taken over and exercised by the Chinese 
Government.’ It is clear from the available information that the Japa- 
nese had some limited success and that this success will influence the 
economic readjustment of China to the fall of Japan. 

Concerning Indo-China, we are told of economic developments during 
the war “‘most of them disastrous” but “a few beneficial, such as the 
partial industrialization and the better integration of the economy of 
Indo-China, fitting more efficiently into the economic picture of the Far 
East.” Comments on Malaya, Thailand, and the Netherlands Indies 
are of a similar sort. 

Over the whole occupied area the economic consequences of Japanese 

cupation were destructive but adjustment to the postwar situation 
was assisted in minor ways. Some new possibilities of increased produc- 
tion and trade were indicated. But Japan failed to reveal a broad con- 
crete program of regional economic integration. It remains to be seen 
whether greater economic interdependence can now be established under 
new leadership and along liberal lines. 

Japan faces problems of readjustment to defeat as well as those which 
touch the fundamental economic—and political—organization of the 
country. The chief requirement of readjustment is a great foreign trade. 
Trade and preparation for war built the Japanese Empire. Under new 
conditions and without an Empire, Japan must re-establish trade if her 
people are to be fed and clothed. 

Japan has a geographical position which defeat cannot alter and the 
only population in the Far East which has manned an economy based 
on modern technique. But her capital equipment has been greatly im- 
paired and the ownership and political dominance upon which she 
counted in the past are gone. Under the circumstances every new trade 
development of the war period which rests upon peacetime economic 
good sense will be of the highest importance. Her general need, once 
she has been obliged to renounce forcible integration, is liberal trade 
and orderly procedure in international economic relations. 

Trade barriers and trade restrictions in the Far East should now be 
seen, by Japan and by others, not as defenses against Japanese economic 
aggression but as limitations upon general prosperity. Japanese read- 
justment depends in important respects upon the removal of such trade 
carriers. Colonial trade arrangements in the Far East should therefore 
be reconsidered. Success in dealing with Japan depends on liberal trade 
policies throughout the Far East and beyond the Far East. The treat- 


Shanghai Evening Post and Mercury (New York), Nov. 20, 1945, p. 7. 
“acre A fairs, Mar., 1945, p. 108. 
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ment of Japan may, it is feared, re-enforce the impression in the Fa J eco 
East that liberal trade policies are a badge of inferiority or create the J ma 
impression that they are a form of punishment. Th 
the 
IV in t 
Postwar reconstruction in the Far East will emphasize a number oj ing 
additional economic matters of which I can mention only a few. I 
The first is the importance of postwar inpayments from abroad, aside HB off 
from relief, which do not involve future repayment. Such inpayments the 
may be available for a number of reasons. They may result from existing inv 
balances abroad. Such balances are small except in the Chinese case, J int: 
The whole Far Eastern occupied area stands in sharp contrast in this f 
respect to India and Latin America. This fact should be taken into ac. of | 
count in relief and loan policies toward Far Eastern countries. cyc 
But the chief unilateral inpayments are likely to be on reparation pla 
account. Policy toward Japanese reparation must weigh the need for be: 
capital and the slow tempo of Far Eastern economic life against the anc 
more rapid tempo of Western economic activity and the advantages of wo! 
a prompt reparation settlement. trie 
The second matter is the repayment of postwar loans and invest- 
ments. Repayment may not be involved to the extent generally believed. 
The banker and businessman have an eye upon the individual transac- \ 
tion where provision for repayment is a fundamental consideration. But anc 
if China, for example, is being successfully developed in a world of ex- rec 
panding trade the individual transaction will offer little difficulty. When inv 
repayment can be made, the creditor country usually does not want it. ern 
A third matter is the place of the foreigner in the economic reconstruc- ( 
tion of the Far Eastern countries. The area occupied by Japan during stir 
the war has been the greatest area of international direct investment in gue 
the world. Seventy-seven per cent of the foreign investment in China be- sha 
fore the war was found to be direct, or entrepreneur, investment. The un 
percentage for South East Asia was well above 70. I 
Entrepreneur investment brings capital, managerial skill, and techni- nov 
cal experience into an undeveloped country in one bundle. The current Jar 
international payments are adjusted to cyclical changes by their de- the 
pendence on business conditions. The problem of repayment does not mo 
arise or takes a form convenient for the paying country. These ar wit 
important advantages. Thi 
Against them may be set certain disadvantages. The foreign business of ¢ 
man or corporation may seek to avoid control or may resist nationél leat 
gov 


°C. F. Remer, Foreign Investment in China (New York, 1933); H. G. Callis, Foreign Capitla 
in South East Asia (New York, 1942). An unpublished study of Japan puts the prewar fgut 
at 10% for that country. 
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economic policy in the undeveloped country. The foreign corporation 
may go in for undesired cartel or similar international arrangements. 
The foreign corporation or businessman may be, as in the case of Japan, 
the unavowed political agent of his own government. Nationalist feeling 
in the undeveloped country may oppose entrepreneur investment, hold- 
ing it to be a sign of inferiority or a threat to independence. 

Direct investment has been of such great importance in the past and 
offers so useful an instrument of reconstruction for the present that 
the countries involved should facilitate its use. The disadvantages of such 
investment should be removed even if their removal requires general 
international action. 

A final matter is that of linking the long-run economic development 
of Eastern countries with the shorter-run unemployment and business 
cycle policies of industrialized countries. Far Eastern countries may well 
plan certain developments with the understanding that they will not 
be undertaken unless the borrowing can be done at low rates of interest 
and the capital goods procured at bargain prices.* Such plans might be 
worked out by two countries in collaboration or by a number of coun- 
tries through international institutions. 


V 


Wise relief policies, the best possible adjustment to the fall of Japan, 
and orderly international payments may not make the road to long-run 
reconstruction smooth. The war has cut deep and reconstruction may 
involve fundamental features of the economic organization of Far East- 
ern countries. 

Consider the state of the Far East today. The war has profoundly 
stirred the whole occupied area. Inflation, underground resistance, 
guerilla warfare, collaboration, and shifts in Japanese policy have 
shaken confidence in stability. Changes may now come quickly which 
under more normal circumstances would have required a long time. 

Resistance to Japan has been an important factor. Nationalism is 
now stronger and more revolutionary. Those who worked against the 
Japanese at great risk now feel claims to leadership. Collaboration with 
the Japanese during the years of occupation was more noticeable and 
more general among the well-to-do and the conservative. Resistance, 
with notable exceptions, has been most vigorous among the more radical. 
There is now the possibility in every country occupied by the Japanese 
of a strong revolutionary nationalist movement led by men who have 
learned to use force and who are critical of the conservative, landowning, 
governing class. 


_‘A suggestion along these lines has been made by Professor Staley and applied to the 
United States and China. See Chapter 6 of his World Economic Development (Montreal, 1944). 
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Over a part of the Far East, Japanese occupation drove out colonia) 
governments. The return of some of these governments is being resisted 
by force. Potential resistance is more general. Leadership against the 
re-establishment of colonial power is likely to come into the hands oj 
those who were most effective against the Japanese even though the 
colonial powers were at war with Japan. 

A further factor is the Allied occupation of Japan. If occupation 
policy is to be successful it must bring about fundamental changes jp 
the economic, social, and political organization of that country. The 
foreign powers must themselves promote change of a revolutionary sort. 
The aims and methods of the Allies and of the United States will be 
closely watched throughout the Far East. A drastic policy toward Japan 
which appears to be successful will encourage change elsewhere. 

A final factor is the increased prestige of the Soviet Government. This 
has given communism and other radical movements an energy which 
they did not have at an earlier time. The Russian example will—and 
Russian policy may—tend to bring into question the present economic 
and social organization of Far Eastern countries. 

If questions of a fundamental sort arise, what form are these ques- 
tions likely to take? What consequences are to be looked for within the 
various countries and in their foreign relations? In part the answer is 
already indicated by the course of events. 

Over the whole Far Eastern area from Burma to the Philippines, from 
Korea to Java, recent developments indicate that the chief place may 
be taken by land problems—problems having to do with the ownership, 
control, and use of land—and with the place of the peasant in the eco- 
nomic and political life of the country. But the land problem will be 
closely linked with that of industrialization. In the words of a Chinese 
friend, ‘Which comes first, the industrial revolution ‘or the land rev- 
olution?”’ 

For Indo-China we have a persuasive statement of the usual answer 
to this question. The author begins with the assertion that the standaré 
of living in Indo-China can be raised only by industrialization. He finds 
certain industries possible—textiles for example. The program of indus- 
trialization must, as he sees it, be financed by the government and from 
abroad. But, he maintains, no improvement is to be expected in living 
standards “before a very large number of peasants, now tilling the soil, 
become industrial workers.”’ The good effect upon peasant and agricul: 
tural village is to be indirect and slow.’ 

The Bombay plan for the economic development of India is an am- 
bitious postwar program for a country with an economic structure like 


5 Gaston Rueff, “Post-war Problems of French Indo-China: Economic Aspects,”’ Paci 
Affairs, June, 1945, p. 137ff. 
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hat of Far Eastern countries. The plan calls for a total investment of 
30 billion dollars, the doubling of the per capita national income, and a 
fivefold increase in industrial production within a period of fifteen years. 
But it does not call for preliminary or even for early change in the posi- 
tion of the peasant or for direct attack upon the land question. One of 
the authors of the plan has expressed the conviction that fundamental 
changes in Indian economic organization are necessary but he believes 
that industrialization must come first and work a gradual solution of 
the agrarian problem. 

The economic development of China has been, and is being, given 
serious attention by her leaders. Those in the Kuomintang and the 
covernment tend to put industrial development first and to concentrate 
upon it, although this has aroused some disagreement even within the 
party. They look for long-run effects upon the countryside but they 
regard urban industrialization as the early and dynamic factor in the 
reconstruction of China. 

In sharp contrast is the attitude of those who hold that radical change 
in the position of the peasant and in his relation to landlord and money- 
lender constitutes the first step in economic development. According to 
the Chinese communist leader, Mao Tse-tung, the foremost feature of 
the “New Democracy” in China is to be an agrarian revolution. Such 
a revolution must precede industrialization. It is a prerequisite to what 
the Chinese communists call democratic capitalism. 

In India a “people’s plan” for economic development has been 
brought forward which differs from the Bombay plan by giving first 
place to the land problem. In French Indo-China, the movement against 
French control finds hope for popular support in the peasant attitude 
toward the land. In the Netherlands Indies, Burma, and the Philippines 
there are peasant movements which offer resistance to accepted eco- 
nomic organization. 

Throughout the Far East, those who give primary importance to the 
agrarian problem are more radical, more communist, and more closely 
associated with the peasant. They have usually been concerned with 
guerilla or underground resistance to Japan. They are distrustful of 
landlord and government and they look to Russia for understanding 
and sympathy. Those, on the other hand, who give first place to in- 
dustrialization tend to be more conservative and to be associated with 
the landowning and governing classes. They hold a nationalism which 
is free of communism and of revolutionary features. They give greater 
importance to the need for foreign capital and the means of getting it. 
They look to the democratic countries of the West for sympathy and 
support. 

War has strengthened the groups and leaders who put the agrarian 
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revolution first. This has important implications for policy. Economic 
policy now requires not only an examination of the external economic 
relations of Far Eastern countries but a sound analysis of their internal 
economy as well. If there were time I would make a plea for an objec- 
tive, international study—to include Russian economists—of the con- 
ditions of successful economic development in the Far East. I can do 
no more, however, than point out that American economic policy ought 
not to be radical in Japan, conservative in China, anticolonial in the 
Philippines, and in support of colonial power elsewhere. 

Economic reconstruction under the conditions of profound disturb- 
ance which now exist in the Far East cannot be expected to work 
smoothly. It may not proceed peacefully, for powerful interests are at 
stake and great issues are being determined. 


VI 


Changes in the economic organization of states and peoples are the 
empirical basis for the study of economic development. When changes 
are taking place on such a scale as now seems likely in the Far East, the 
economist ought to have as part of his own capital equipment adequate 
theories of economic development. 

This is not a plea for laws of history after the manner of the German 
Historical School nor for a grand theory of social change after the man- 
ner of Karl Marx. It is perhaps merely an assertion that economic 
policy toward China requires more than an estimate of the conditions 
of equilibrium in her balance of payments; that economic policy toward 
Japan requires more than an estimate of Japanese capacity to pay repa- 
ration under certain assumptions. In spite of the good work that has 
been done, the great need for wise policy in the Far East today seems 
to me to direct attention to the imperfect state of the theory of economic 
development. 
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THE FINANCIAL POSITION OF CHINA AND JAPAN 


By FRANK M. TAMAGNA 
Federal Reserve Bank of New York 


Introduction 


The opening manu militari of the ports of China and Japan in the 
middle of the nineteenth century was followed by different political and 
economic developments, which caused different patterns of financial re- 
lations to be established by the two countries with foreign countries. 
By the end of the nineteenth century Japan had adopted the gold 
standard, and during the first World War her special and commercial 
banks established a world-wide system of foreign branches and corre- 
spondents; in the thirties, the application of intricate forms of currency 
management and exchange control enabled Japan to integrate extensive 
foreign areas in her sphere of political and economic control and to 
monopolize foreign sources of strategic materials for her own industries. 
On the other hand, it was not until the mid-twenties that Chinese banks 
ventured into foreign business and it took another decade for China to 
shift from the silver standard to a managed paper standard and to secure 
national control of finance and currency. 

In the course of over half a century, Japan concentrated her financial 
resources on strengthening her industrial power at home and expanding 
her economic interests abroad. China’s financial resources, on the con- 
trary, were dispersed in individual commercial and speculative ventures; 
the treaty ports, which drew to themselves a disproportionately large 
part of the national wealth, remained detached from the traditional 
economy of the country and developed as commercial entrepots for the 
Far Eastern area. 


Wartime Finances of China 


The outbreak of the war with Japan in July, 1937, found China 
engaged in a long-term policy of unification and stabilization. The Na- 
tional Government had gradually expanded its budget, with expendi- 
tures reaching a little over one billion national yuan in 1936-37; of 
this about four-fifths were covered by fiscal revenues and the balance 
by loans. Due to the lack of an investment bond market, the burden of 
financing government deficits rested with banking institutions and even 
such moderate deficits as 200 or 300 million national yuan a year en- 
tailed some degree of monetary expansion. The financial and monetary 
position of the government, however, was comparatively strong as a 
result of the currency reform of November, 1935, which had introduced 
a sole legal tender currency in the form of notes issued by the four 
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government banks and had made possible the withdrawal and nationali- 
zation of all silver coins and bullion. The sale of silver by the National 
Government of China to the United States Treasury placed for the 
first time considerable foreign exchange balances at the disposal of the 
government banks, thus enabling them to take over a larger share oj 
foreign trade financing from foreign banks and stabilize the exchange 
market. During the decade preceding the outbreak of the war with 
Japan, an uninterrupted decline in the value of China’s foreign trade— 
from 1,450 million dollars to 600 million dollars a year—was accom- 
panied by a contraction in the trade deficit from 200 to 300 million 
dollars to less than 100 million dollars a year, an amount which could 
then be covered entirely by the inflow of overseas remittances. There 
were few new foreign investments in China during this period, and the 
whole trend of government policy and private initiative was toward a 
gradual economic development of the country based upon its own finan- 
cial and economic capacity. an 

The war interrupted this unification and stabilization processinits very J) Ch 
beginning and forced the National Government to rely on the banks of J an 
issue for domestic financing and on the use of foreign balances and J 20 
credits for payments abroad. No precise information is available con- J int 
cerning the budget of the National Government since 1937, but accord- J tiv 
ing to figures released from time to time by Chinese authorities and Ch 
estimates made by Chinese economists, public expenditures during the 
period 1937-41 inclusive appear to have aggregated some 23 billion 13, 
national yuan. For approximately two-thirds of the expenditures, the JB o! 
government had recourse to note issue. As the increasing war demands Sot 


could be satisfied neither by increasing productivity nor by voluntary J 20 
or planned reduction in civilian consumption, the result was inflation. J ™2 
It is significant to note that China’s economy, based upon the tradi- Th 
tional village structure, did not show the effects of inflation until late nee 
in the war. In 1941, however, the currency in circulation began expand: ten 
ing at a rate faster than budgetary deficits, and prices began advancing sea 
at a rate faster than currency in circulation. By the end of 1941 the note J !or 
circulation of the government banks had increased slightly over ten J '° 
times, while wholesale prices in Chungking had risen seventeen times 

as compared with the levels prevailing in mid-1937. the 


At the outbreak of hostilities in July, 1937, the Central Bank oi pri 

China undertook to support the value of the national yuan at $0.29 and dot 

1s. 2d. by exchange operations in the open market. It was not until 

March, 1938, that, in order to arrest the drainage of its exchange re- ave 

sources by private speculators and Japanese banks, the Central Bank set 

of China introduced a system of rationing and control for its sale 0! 
foreign currencies at official rates. In fact, however, it proved impossible 
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for the Central Bank of China to enforce effective measures of exchange 
control, because of the autonomous status enjoyed by the foreign banks 
in the Shanghai and other major markets, and the exchange rationing 
gave rise to a dual system of free and official exchange rates. Despite 
continued support from Chinese and British banks, the national yuan 
followed an irregular course in the free market and depreciated to $0.05 
by the middle of 1941. By this time China had liquidated the dollar 
balances acquired through the sale of silver and had nearly exhausted 
the various commercial credits and other financial facilities extended to 
her by agencies of the American, British, and Russian governments. 
At this point, the United States Government, jointly with the Govern- 
ment of the United Kingdom, extended new assistance to the National 
Government of China beyond the traditional granting of credits. The 
three governments joined in setting up a Stabilization Board of China, 
with authority to control all foreign financial operations with the dollar 
and sterling areas by banks, companies, and individuals (whether of 
Chinese or foreign nationality) and to define the legitimate operations 
and fix the official buying and selling rate between the national yuan 
and the dollar and pound. This was an entirely novel experiment of 
international co-operation, which for the first time introduced an effec- 
tive control over the operations of foreign institutions and nationals in 
China. 

The Stabilization Board of China, which began operations on August 
13, 1941, was actually of importance for only a few months. The seizure 
of the coastal centers of China and the advance of Japanese forces into 
Southeast Asia at the end of 1941 and the beginning of 1942 brought to 
an end the activities of foreign banks and firms in the major financial 
markets and interrupted all of China’s foreign commercial relations. 
This alleviated the stringency of foreign resources, as Chinese defense 
needs were supplied by the United States through lend-lease to the ex- 
tent permitted by transportation facilities, while remittances from over- 
seas Chinese and Allied military disbursements provided China with 
foreign balances considerably in excess of her current requirements for 
foreign payments. Asa result, the National Government of China began 
in 1942 to accumulate dollar balances, which grew in magnitude with 
the expansion of American war activities in China. The rapid rise of 
prices which took place in China after 1942 eventually led to the aban- 
donment of the official rate of $0.05 as the basis for compensating the 
National Government for currency and credits in national yuan made 
available to the United States Army. From the early part of 1944 on, 
settlement of such advances was made subject to exchange rates and 
other conditions to be agreed upon from time to time by the United 
States Treasury and China’s Ministry of Finance. 


; 
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From 1942 on the military and economic blockade of China imposed 
increasing strains upon the finances of the National Government, and 
government expenditures continued to move upward along with prices, 
while the expansion of currency closely reflected budgetary deficits and 
Allied outlays. The currency in circulation probably reached a leve! 
between 500 and 600 billion national yuan by the end of the Pacific War, 
Prices in Chungking were reported at 700 times prewar figures in the 
latter part of 1944. The rise of prices was somewhat slower in the second 
half of 1944 than in previous periods, but resumed a faster tempo in 
1945, and in August, 1945, the price level in Chungking was reported 
at about 2,500 times the prewar level. The end of the war, far from 
easing these hyperinflationary conditions, actually aggravated them, as 
the movement of military forces and population increased the demand 
for currency and caused further economic dislocations in the country. 


Financial Conditions in Occupied China 


The characteristic feature of the Japanese occupation has been the 
dismemberment of China into separate political and administrative 
zones, each with its own financial organization and currency, distin- 
guished chiefly by the degree of integration with the economic, financial, 
and monetary systems of Japan. Formosa had become a Japanese 
colony in 1895 and had its own local yen currency issued by the Bank 
of Taiwan. In Manchuria, where the Japanese sponsored the state oi 
“Manchoukuo,” the Central Bank of Manchou was organized in 1932. 
In the latter part of 1937 the Federal Autonomous Government of 
Mongolia in Kalgan had organized the Bank of Mongolia as the note 
issue institution for Inner Mongolia. In 1938 the Provisional Govern- 
ment of China (later changed to North China Political Council) in 
Peiping had organized the Federal Reserve Bank of China as the note 
issue institution for Northern China. Finally, in 1941 the National 
Government of China in Nanking had organized the Central Reserve 
Bank of China as the note issue institution for Central and Southern 
China. The degree to which the finances and currencies of these areas 
were integrated with one another and with the financial and monetary 
system of Japan varied considerably. Japanese authorities were guided 
by political considerations in fixing the official value of the currencies 0! 
the yen bloc, but the different levels of inflation caused a system of rigid 
exchange controls to be maintained not only between the Japanese 
Empire and Occupied China, but also between zones in Occupied China. 
These exchange controls implemented and strengthened the system 0! 
trade barriers, which were maintained for over-all economic and political 
purposes. 

Thus, while the yen of the Bank of Taiwan was in no way different 
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from the yen of the Bank of Japan and could circulate freely throughout 
the Japanese Empire, the other currencies of Occupied China were 
legally treated in the Empire as foreign currencies. The official ex- 
change rates did not reflect in any way the relations between the pur- 
chasing powers of the various currencies. In 1944 and 1945 the flight 
from yen currencies in Occupied China assumed such proportions that 
prices in terms of the local currency took an uptrend sharper than in 
Free China; in particular, prices in Central and Southern China rose 
above those in the interior by the early part of 1945 and were many 
times higher by the end of the Pacific War. 

Information concerning the finances of the Japanese-dominated gov- 
ernments and their banks of issue is entirely inadequate for estimating 
the burden of the Japanese occupation. Some general trends, however, 
may be surmised. During the first four years of the war (1937-40) the 
Special Account of the Government General of Taiwan had net sur- 
pluses aggregating 160 million yen after transfers of 30 million yen as 
contributions to Japan’s war effort. The account’s estimates for 1941 
and 1942 showed small deficits, with a considerable increase in the out- 
lays for public works and in military contributions. The budgets of 
Manchoukuo carried chronic deficits, largely representing the govern- 
ment’s participation in the development program carried out by Japa- 
nese authorities and companies. These deficits were about 400 million 
Manchou yuan a year between 1937 and 1941. Afterwards, they rose to 
considerably higher levels as a result of the government’s larger partici- 
pation in development and defense, which was the result of a curtail- 
ment of Japanese investments and military outlays. Until 1941, the 
Federal Autonomous Government of Mongolia and the North China 
Political Council reported small budget surpluses; afterwards they were 
apparently able for some time to meet their extraordinary outlays 
through the imposition of new taxes and the use of accumulated bal- 
ances, but in the latter part of the war both governments appeared to 
be confronted with large deficits. The National Government of the Re- 
public of China in Nanking began its activities in 1940 with a deficit of 
about 60 million Central Reserve yuan and reported a deficit of 260 
million Central Reserve yuan for the first half of 1943; this trend to 
expanding expenditures and deficits continued to prevail in later years. 

The Japanese-dominated banks of issue in Occupied China had four 
main functions: (1) to issue their own notes in exchange for national 
yuan, yen, and local currency notes; (2) to provide the currency needs 
of the Japanese armed forces; (3) to provide capital funds and credit 
facilities for the development of industries and trade under Japanese 
control; and (4) to finance the budgetary deficits of the local govern- 
ment. All but the first of these functions had a distinctly inflationary 
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character, particularly in the latter part of the war when the banks were 
called upon to finance the expanding deficits of the local governments 
and the increasing requirements of the Japanese forces. Taking as a 
basis the reported figures of circulation at the close of 1941, the note 
issue of the Central Reserve Bank of China had expanded by the end of 
the Pacific War by 150,000 per cent, that of the Federal Reserve Bank 
of China by 3,000 per cent, that of the Bank of Taiwan by 540 per cent, 
and that of the Central Bank of Manchou by 530 per cent. 

A complete blackout of statistical information and the tangled struc. 
ture of economic relations make it impossible to determine the financial 
position of Occupied China vis-a-vis Japan. Japanese authorities made 
use, to various extents at different times and places, of three principal 
procedures for obtaining the necessary means for purchasing goods and 
meeting military requirements in China; namely, the levy of contribu- 
tions upon the Japanese-dominated governments, the issuance of mili- 
tary yen notes, and the acquisition of local currency from the Japanese- 
dominated banks of issue. While Japan apparently imposed neither 
occupation costs nor reparations upon China, it levied certain contribu- 
tions for declared purposes of economic and “‘financial co-operation” and 
“joint defense.”’ Japanese authorities, however, paid for the larger part 
of goods and services either through the issuance of military yen notes 
or by drawing upon lines of credit extended to them by the banks of 
issue. The military yen notes were withdrawn as soon as the new cur- 
rencies issued by the Japanese-dominated central banks had gained 
acceptance among the population. Information available seems to indi- 
cate that the Japanese Government compensated the central banks with 
yen credits on the books of the Bank of Japan in amounts equivalent to 
those of military yen notes withdrawn. Thus, while the levying of con- 
tributions was a self-liquidating operation, the issuance of military notes 
and the use of central bank credit gave rise to credit balances for the 
Japanese-dominated banks of issue at the Bank of Japan and other 
Japanese institutions. 

Scattered information indicates that Japan’s short-term borrowing 
from the occupied zones of China assumed large proportions in the 
course of the Pacific War, and a shift occurred in the direction of trade 
and investments between China and Japan. Most likely, Manchuria 
and the rest of Occupied China passed from passive to active balances 
of trade as a result of the greater demand for raw materials and manv- 
factured goods from the Japanese home market and Japan’s armed 
forces, and smaller available supplies of new industrial equipment from 
Japanese industries. The short-term yen balances accumulated by Oc- 
cupied China on account of goods and services transferred to Japan in 
the latter part of the war may well have exceeded the original value of 
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Japanese long-term investments made in China before and during the 
war. However, the debtor-creditor position of China and Japan will be 
determined by postwar political decisions and economic developments 
rather than by temporary situations which existed before or came into 
being during the war. 


Wartime Financial Policies of Japan 


Whereas the National Government of China lacked the administra- 
tive tools and the Japanese authorities in China lacked the political 
foundation for an effective financial policy in wartime, the Japanese 
Government had both the necessary tools and a strong national founda- 
tion, as well as the further advantage of time and experience. The 
opening of hostilities in China in 1937 found Japan already committed 
toa war economy, the financial aspects of which were a managed use of 
central bank credit and a controlled depreciation of the exchange rate. 
Finance Minister Korekiyo Takahashi had initiated this reflationary 
policy in 1932 with economic recovery as the major aim, but also in order 
to support the armament program and the program of investments in 
Manchuria. It was Mr. Takahashi’s idea that the inflationary pressure 
exercised by government borrowing fr>m the Bank of Japan could be 
ofiset if commercial banks and savings institutions could be directed to 
invest the liquid funds thus created in government bonds. This “capital 
circuit” was to create a situation of easy money and declining interest 
rates while preventing the note issue of the Bank of Japan from rising 
irregularly or abruptly. 

Mr. Takahashi, however, was murdered on February 26, 1936, and 
his disappearance marked the beginning of a new phase in Japan’s 
financial policy, in which war and war preparation became all important. 
The government budget which Takahashi had kept within the limits of 
1,950 million to 2,200 million yen doubled in 1937-38 and began there- 
after a rapid and uninterrupted ascent up to 18,700 million yen in 
1941-42 and 75,000 million yen in 1944-45. Whereas Mr. Takahashi 
had considered 600 million yen as the “‘safe limit’’ for government defi- 
cits, these rose to 1,500 million yen in 1937-38, 6,900 million yen in 
1941-42 and 33,700 million yen in 1944-45. During the Takahashi ad- 
ministration the financing of government deficits absorbed only one- 
twentieth of the national income; the ratio rose to between one-fifth 
and one-fourth in the years of the China War (1937-41) and to between 
one-third and one-half in the years of the Pacific War (1942-45). 

Because of the magnitude which the financing operations assumed in 
wartime, the Japanese Government and the Bank of Japan gradually 
abandoned the fundamental principle of the Takahashi policy—that 
the distribution of government bonds was to be effected through volun- 
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tary purchases by banks, other financial institutions, and corporate and 
individual investors. During the China War (1937-41) the Ministry of 
Finance and the Bank of Japan made usé of direct arrangements with 
and applied moral suasion to banks and financial institutions and cop. 
ducted savings campaigns among the people with strong patriotic pres. 
sure. During the Pacific War (1942-45) they finally had recourse ty 
administrative measures requiring banks and other financial institutions 
to invest fixed quotas of their expanding volume of deposits and liquid 
funds in government bonds, and also to the compulsory investment in 
government bonds of certain corporate funds and of the proceeds from 
certain capital transactions. This compulsory procedure, as it became 
more and more severe, reacted as a boomerang on the Bank of Japan, 
which had to expand its discount operations correspondingly in order 
to maintain the cash reserves of banks at adequate levels and facilitate 
their financing of industrial activities of a strategic character. The bal- 
ance sheet of the Bank of Japan expanded from 2,425 million to 5,865 
million yen, or by 144 per cent between June, 1937, and June, 1941. Only 
a few items were responsible for this growth; on the asset side holdings 
of government bonds increased by 2,960 million (+337 per cent), while 
on the liability side notes in circulation and government deposits rose 
by 2,605 million (+159 per cent), and 500 million (+163 per cent), 
respectively. Between June, 1941,and May, 1944 (the last date for which 
a complete balance sheet of the Bank of Japan is available here), the 
aggregate assets/liabilities of the bank expanded by 174 per cent to 
16,170 million yen. Reversing the earlier process, the expansion of note 
circulation was greater than that of government bond holdings, the 
former rising by 7,205 million (+170 per cent), while the latter in- 
creased by 5,240 million (+144 per cent); the discount of other banks’ 
paper, covered by war contracts and guaranteed by the government, 
increased by 2,765 million yen, or 490 per cent. 

This accelerating trend of monetary expansion and the shift in the 
Bank of Japan from direct to indirect financing of the government be- 
came particularly marked as the Pacific War was drawing to an end. 
The Bank of Japan was called upon to make advances to other banks to 
enable them to make payments for air raid damage and other losses and 
for discharge allowances and other claims insured or guaranteed by the 
government. As a result, by the end of the war the Bank of Japan’ 
discounts and advances to banks rose to about 25,000 million yen, with 
a net increase of 21,660 million and a percentage increase of 648 as 
compared with May, 1944. The Bank of Japan attempted to counteract 
this expansion of bank credit by a reduction of its government bond 
holdings, which it cut by 2,950 million (30 per cent) to 6,340 million yen. 
This reduction was entirely inadequate to stem the rising tide of inila- 
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tion, which took place through the expansion of note issue by 17,010 
million to 28,460 million yen (+150 per cent) and an increase of 12,030 
million (1,200 per cent) in government and other deposits to 13,060 
million yen. 

This analysis of the position of the Bank of Japan brings out a signifi- 
cant point with a bearing upon current and postwar financial policies. 
uring the China War and the early period of the Pacific War the Japa- 
nese Government financed itself through the issuance of long-term loans, 
the largest part of which found its way into the market; in the latter 
part of the Pacific War, however, the “capital circuit”? devised by Mr. 
Takahashi broke down entirely, and the Japanese Government was 
confronted with a floating debt and contingent liabilities growing at 
rates faster than the capacity of the market to absorb new bond issues. 
By the end of the war, the outstanding government bonds were reported 
at about 120 billion yen, in addition to a floating debt tentatively esti- 
mated at 40 billion yen and contingent liabilities of unknown amount 
but placed by unofficial sources at not less than 60 billion yen and 
presumably at a much higher figure). This situation of impending 
fnancial disaster contrasted vividly with the strong financial position 
with which Japan had embarked in the China War in 1937, when the long- 
term debt of the government did not amount to 10 billion yen, its 
floating debt was about half a billion, and its contingent liabilities were 
not important items. 

It is interesting to note that, despite the unprecedented budgetary 
deficits and the corresponding expansion of credit and currency, the 
Japanese Government was apparently in a position to control the rise 
of prices and to moderate the trend of inflation up to the end of the war. 
The Tokyo wholesale price index stood at 158 in March, 1944, and the 
Tokyo retail price index stood at 202 in November, 1944 (July 1937 = 
100). These official indices did not take into account the sharp deteriora- 
tion in the quality of most goods nor the prices prevailing in black 
markets, which had become very widespread by the beginning of 1945. 
Yet, with all these limitations, it would appear that the rise of prices 
‘ell far behind the expansion of currency and credit, with the result that 
the decline in the purchasing power of the monetary unit had been more 
than compensated by the expansion of its outstanding volume. In other 
words, at the end of the war there was in Japan a considerable margin 
of potential inflation which a system of controls—however imperfect 
but sufficiently effective—had prevented from exercising fully its effects 
on the official and unofficial markets of goods and services. 


The Aftermath of the War 
The abrupt conclusion of the Pacific War found China in the midst of 
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a hyperinflationary situation, with prices rising in a market unhindered 
by controls at a faster rate than the supply of paper money, and Japan 
under the pressure of potentially strong inflationary forces, which had 
been held in check by a combination of financial and economic controls, 

Inflation in China is leading to the elimination of the existing cur. 
rency as the monetary standard of the country. Under present condj- 
tions, it appears that inflation has already ceased to be the major factor 
in China’s financial position, and there seems to be no alternative to 
awaiting a more propitious time for the reorganization of the monetary 
system and the stabilization of the currency. The immediately pressing 
problems are less those of inflation than those of the adjustments made 
necessary for the currencies in circulation in former Japaneze-occupied 
zones by the reintroduction of the national yuan, and the effects which 
the introductien of the dollar as a general medium of payments in 
former treaty ports is exercising on the use of the national yuan itself. 

Shortly after the liberation of Shanghai, the National Government of 
China issued regulations for a limited conversion of Central Reserve 
currency (up to 100,000 Central Reserve yuan daily) into national 
yuan; the deadline for the execution of the program was fixed at March 
30, 1946. A similar program was announced in November, 1945, for the 
conversion of Federal Reserve currency into national yuan, to take el- 
fect between January 4 and April 13, 1946, at which date Federal Re- 
serve notes would cease to be valid. This was accompanied by the an- 
nouncement that special yuan scrips would be temporarily issued for 
Formosa and Manchuria. No mention was made of the treatment to be 
applied to the Mongolian currency. 

The most urgent task for the National Government has been the fixing 
of conversion rates at which the currencies issued by the various 
Japanese-dominated central banks could circulate, pending the com- 
pletion of the conversion, side by side with the national yuan. These 
rates are intended to be convenience rates, without any implication as 
to the final value and disposition of such currencies. In fixing the rates, 
the National Government of China was guided primarily by political 
principles and gave only subordinate attention to economic factors 
With the exception of Central China, inflation in the other zones had 
progressed during the war at a much slower pace than in Free China, 
and it is doubtful whether a depreciation of these currencies vis-a-v!s 
the national yuan had any basis of economic facts. The general rule 
adopted by the National Government, however, has been to under- 
value the Japanese-dominated currencies vis-d-vis the national yuan; 
this political rule was tempered to some extent by a favorable treatmen' 
of the currencies in circulation in zones which had been longest under 
Japanese occupation and had suffered least from inflation. Thus, the 
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currency in circulation in Central China was depreciated to 200 
Central Reserve yuan =1 national yuan, while in Northern China the 
local currency was maintained in circulation at the rate of 5 Federal 
Reserve yuan=1 national yuan; the rate between the special yuan 
scrip and the Manchu yuan and Formosan yen was reportedly fixed at 
1:1; no rate has been so far announced for the Mongolian currency. 
The drastic depreciation of the Central Reserve yuan in Shanghai 
was accompanied by the introduction of a special exchange rate of 500 
national yuan to the dollar for overseas remittances to China; this rate 
was also extended to official exchange transactions for members of the 
American forces and civilian agencies. The rate represented a consider- 
able overvaluation of the national yuan vis-a-vis the dollar, on the basis 
of both purchasing power parities and the open-market rates prevailing 
in Shanghai for dollar notes. The fixing of this legal rate was accom- 
panied by very large importation of dollar currency, on both American 
and Chinese accounts, official as well as private. The result was that 
not only did the Central Reserve yuan cease to be an acceptable means 
{ payment among the population but the use of the national yuan 
itself was largely discarded by the market in favor of the dollar. The 
wide use and circulation of the dollar for financial transactions is likely 
to prove one of the most serious obstacles to the reintroduction of a 
national currency. 
The Japanese situation, on the contrary, is strictly an inflationary 
ne, the yen remaining the sole and general monetary standard, un- 
affected by the intrusion of other internal or foreign currencies. As in 
European countries, from the beginning the United States military au- 
horities in Japan made use of the yen exclusively for their local dis- 
bursements and the amount of dollar currency brought into Japan by 
individual members of the armed forces was not so large as to displace 
the yen anywhere as the general circulating medium. Contrary to the 
Allies’ practice in Europe of fixing low and punitive rates for the cur- 
rencies of enemy countries, however, the value of the yen was set at a 
‘evel which tended to overvalue it from the beginning. The new rate of 
| dollar=15 yen represented an exchange depreciation of the yen by 
only 67 per cent from its 1937 value; this compared with a depreciation 
{ its internal purchasing power—as measured by the Tokyo official 
retail price index—by 57 per cent as of the latter part of 1944 and prob- 
bly by a much higher percentage as of August, 1945. During the same 
period, the internal value of the dollar—based on the cost-of-living 
ndex of the United States Bureau of Labor Statistics—declined by 20 
r cent only. If black market prices, deterioration of quality, and lack 
{ goods—which became all-important factors in Japan after the start 
of the devastating air raids in March, 1945—were given due considera- 
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tion, then the internal depreciation of the yen from its 1937 value would 
have to be estimated at 80 per cent or more. 

The new exchange rate of the yen, far from being inflationary, acted 
from the start as a deterrent to spending by individual members of the 
Allied forces. This curb gained strength as prices went on rising, while 
the exchange value of the yen remained unchanged. The rapid rise of 
prices which immediately followed the American occupation of Japan, 
may be attributed fundamentally to the psychological impact of the mil- 
itary defeat and to the dislocation of an economy geared for war pro- 
duction and heavily dependent upon foreign supplies. Under these 
conditions, the loosening of administrative controls permitted the war- 
time accumulation of liquid funds to exercise its influence upon prices, 
which initiated a rapidly rising trend. The continuous deficits incurred 
by the Japanese Government, in order to meet the costs of the military 
and economic demobilization and Allied occupation, added impetus to 
the upward spiral of prices and circulation, and Japan entered an ad- 
vanced phase of inflation. As in the case of European countries, it would 
seem possible for Japan to stem the advance of inflation by a combina- 
tion of financial devices,such as exchange and contraction of outstanding 
currency and severe capital taxation, and administrative controls on 
distribution and prices. It should be noted, however, that while these 
emergency measures might be effective in preventing hyperinflation in 
the transition period, they could not possibly solve Japan’s long-term 
problems of finance and exchange, which are bound to arise from the 
territorial and economic conditions of the peace. 


Peace Problems and Postwar Perspectives 


The relative financial trends in China and Japan are likely to be re- 
versed as time passes on. Aside from the considerable dollar credits, 
which China holds at present, and any assistance which she may receive 
from abroad, the reparations which will be imposed upon Japan and the 
territorial readjustments which are being put into effect will fundamen- 
tally alter the financial position of the two countries in the long run. 
China’s major problem in the postwar period will be the reintegration 
of zones of different industrial and financial development into a nation- 
ally unified and organized economy, while Japan will be confronted 
with the task of readjusting her economy from a basis of colonial and 
overseas expansion to the restricted capacity and needs of the home 
market. 

Aside from foreign zones under Japanese control, the areas detached 
from the Empire—Formosa and the Pescadores, the Pacific Islands, 
Sakhalin, and Korea—represented on the whole net assets for Japan's 
economy, of which they were integrant parts and to which they con- 
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tributed foodstuffs and minerals and also net amounts of gold and for- 
eign exchange. The recovery of Formosa and Manchuria and other 
internal areas will bring back to China a wealth of natural resources and 
also an industrial capacity which has been expanded considerably by 
Japanese initiative and capital. From the standpoint of the peace settle- 
ment and future relatiohs between Japan and China, it is significant to 
note that Formosa and Manchuria have become important creditors 
toward the Japanese Government through the Japanese Government 
bonds held either directly or by their nationals, and through the credits 
on the Bank of Japan held by their banks of issue, although they remain 
debtors vis-4-vis private Japanese interests on account of Japanese in- 
dustrial and commercial investments on their territories. Except for 
those Japanese private assets which will be confiscated on reparation 
account, China might offset these credits and debits; i.e., use the hold- 
ings of Japanese Government bonds of her government and nationals 
to pay off Japanese private owners for assets situated on Chinese terri- 
tory. 

In addition to taking over Japanese industrial properties on her terri- 
tory, China will also be entitled to present claims for industrial plants 
and equipment from Japan proper. As a result, China may be confronted 
in the course of the next few years, with the problem of absorbing a far 
greater industrial capacity than her managerial and technical personnel 
and skilled labor can possibly operate. Moreover, other difficulties are 
likely to be caused by the provision of the many and intricate financial 
facilities which are the necessary complement of a modern industrial 
economy. China’s banking and credit system was still inadequately de- 
veloped in 1937, particularly with regard to intermediate and long-term 
financing, despite the great progress achieved during the preceding 
years. Under the impact of the war, the entire financial structure has 
been disrupted, there has been a certain deterioration in interbank and 
internal technical organization, government banks have been burdened 
with the financing of budgetary deficits and wartime activities, and 
private commercial banks have lost in importance. Reorganization of 
the financial structure, with particular regard to those institutions and 
organs serving the requirements of reconstruction and development, 
may be considered as the fundamental prerequisite for orderly progress 
in the postwar era. The danger is that China may try to go too fast too 
far with the limited means at her own disposal, relying on the easy 
way of financing deficits and expansion by central bank credit and note 
issues. Such a policy would entail considerable economic and social 
waste and continued inflation. It would hamper instead of facilitating 
the internal financial reorganization and it would delay the stabilization 
of the currency and the lifting of exchange and trade restrictions. It 
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might also endanger co-operation from other countries, from which 
China expects large-scale and immediate assistance. 

As a result of the loss of investments in the colonies and overseas and 
changes in economic activity in the home islands, Japan will find herselj 
with a financial structure which is overexpanded and out of line with 
the requirements of her postwar economy. In addition to the special 
institutions which had been organized for distinct purposes of colonia] 
administration or penetraticn into foreign areas, most of the other goy- 
ernment and private institutions also established, to a varying extent, 
close ties with foreign trade activities and strategic industries and par- 
ticipated in the financing of economic development in China. Aside from 
any political consideration, it is extremely doubtful, for example, 
whether Japan’s foreign trade in the coming years could provide a raison 
@’étre for the vast international organization of the Yokohama Specie 
Bank, or whether her industrial activity could justify the preservation 
of the elaborate financial machinery which backed the industrial con- 
centration of the Zaibatsu and the expansion abroad. On the other hand, 
financial facilities for domestic trade, small and medium industries, and 
agricultural activities were always scarce in Japan, despite the paternal- 
istic attitude of the government, and they will probably prove inade- 
quate to meet the special needs arising out of the shift from heavy to 
light industries and from concentration to dispersion of economic re- 
sources. It may be said that the efficiency test of the Japanese financial! 
system will be its adaptability to an entirely new situation, which will 
require the abandonment of well-established business practices for new 
experimental ways. As in the case of China, it will be important for 
Japan to maintain an even pace between financial and economic read- 
justments, lest the inability of the banking and credit system to provide 
the necessary facilities to a changed economic organization result in 
reliance upon the central bank and the perpetuation of the state pater- 
nalism of the past. 

The general problem in the Far East is how the new economic forces 
aroused by the war can gather sufficient strength for autonomous de- 
velopment, free of foreign domination and of state or capitalistic mo- 
nopolies. From this point of view, great importance must be attached 
to the need for mutual adjustments and parallel courses in making 
financial and economic changes, in order to develop a financial structure 
which will be thoroughly in harmony with the economic system and 
able to provide the special facilities required by the new and various 
economic activities. This organizational approach is of fundamental! im- 
portance, not only from the standpoint of the various internal economies, 
but internationally in the relations between the various countries. In 
fact, the economies of China, Korea, and Japan are not competitive 
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but complementary and Japan will presumably remain for some time 
to come a more highly industrialized country in a position to supply 
manufactured goods in exchange for raw materials and foodstuffs 
Above all, Japan will have a surplus of technical personnel and skilled 
labor at a time when China and Korea may find it difficult to run the 
vast industrial system taken over from the Japanese. China and Korea 
may find it expedient to make special arrangements (in the form of 
reparations, for example) to draw upon Japanese manpower in the im- 
mediate postwar period. This idea has been envisaged by Chinese busi- 
nessmen and is currently being put into practice by the National Gov- 
ernment of China in the liberated areas. A vanquished and weakened 
Japan may find her way back into the family of nations by assisting the 
reconstruction and independence of those countries which her forces 
tried to subjugate, thereby helping in the economic stabilization and 
political security of the Far East. 
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TRENDS AND CONFLICTS IN THE BRITISH ECONOMY 


By Mary E. Murpuy 
Hunter College 
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The White Paper, “Statistics Relating to the War Effort of the 
United Kingdom,” presents an immortal picture of unique human 
achievement—the complete mobilization of a free democracy, without 
the loss of major liberties, for active combat. 


Although these statistical data cannot hope to reveal the attendant The 
physical and psychological strain and dislocation of family life, they do & ;, dispu 
indicate that Britain’s brilliant record was achieved only by severe J jenets,’ 
drafts upon the national capital, in life and in property, and by the BB ),por n 
imposition of a mortgage on future output in the form of new inter- J je Je 
national obligations. For example, between September, 1939, and June templat 
1944, overseas assets totaling 4,260 million dollars had to be realized J the den 
and new liabilities of 9,200 million incurred to meet the ceaseless de- JB the tots 
mands of the war machine. with pr 

In the face of virtual bankruptcy, Britain is challenged to provide J ensure | 
her citizens with a fuller, healthier, and happier life than they have product 
ever experienced in the past. It is vital, also, that the unity of purpose, HB ties to 
freedom of speech, and effective scheme of social collaboration attained J relative 
in the years of war be preserved in those of peace. The recent Labor BBtries, a, 
Party landslide focused national and international attention upon the J occupat 
necessity for the nation to conceive an economic policy dedicated to the I party } 
achievement of increased national efficiency and a high and stable level MB private 
of employment; the assurance that no citizen will be allowed to fall BP oublic ¢ 
below a standard of welfare defined, in the main, in terms of food, The « 
housing, and education; the acceptance of the premise that the national BB assumes 
quantum of wealth produced and consumed will be as large as possible; MH termine: 
and the reorganization of the system of international commerce. tions we 

Britain’s immediate position will not be affected so much by the Labor BB j4;_ 7} 
Party’s socialist theories as by the hard logic of her economic problems. the first 
In the gravity of the present hour the ruling slogan has become: “Double BB for prey, 
the production per man-hour, and therefore double the consumption HBeye| yh 
per man-hour, within a generation.” This statement is especially signifi: BB carries ¢! 
cant when it is recalled that, because of inefficient business manage BB cation of 
ments, monopolistic practices, inadequate scientific research, under- Anoth 
investment in productive equipment, and oppressive taxation, the BBessentia| 
average British industrial worker today produces only about half a Bishould o 
much in an hour’s time as the average American worker. ment boa 

The British voter, irrespective of whether he resides in London ot os 

1 For a detailed description of the development of the British war effort see the author's BiB +h; tess 
study, The British War Economy (New York: Professional and Technical Press, 1943). y the auth 
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Lancashire, does not expect a millennium now that socialism has come 
to Britain, but he does insist upon the adoption of a program which will 
provide him with adequate food, shelter, clothing, and employment, 
and afford social provision for accident, sickness, and old age. For his 
children he wants a free educational system, and for his home fuel, 
power, and light supplied under a public service policy. He looks for- 
ward to a gradual reduction in his present high taxation, and a well- 
conceived financial policy aimed at combating inflation. 

The Labor Party, possessing a mandate which is both complete and 
indisputable, has based its peacetime blueprint on certain important 
tenets.2 One is that the total national resources in land, material, and 
labor must be fully utilized, and production raised to the highest pos- 
sible level. The main features of an adequate employment policy, con- 
templated in this aim, include administration by the state to maintain 
the demand for the products of industry at a level sufficient to employ 
the total population available for work, to direct the location of industry 
with proper attention to the supply and availability of workers, to 
ensure that industry is properly organized so that the demand for its 
products becomes effective in the provision of employment opportuni- 
ties, to regulate the volume and character of internal and foreign trade 
relative to the nation’s need for imports and the character of her indus- 
tries, and to train workers when they become redundant in their 
occupations. Success in the attainment of full employment, the Labor 
Party believes, will be dependent ultimately on the extent to which 
private enterprise is supplanted by public ownership or subjected to 
public control. 

The conception of an expansionist economy under which the state 
assumes the obligation of maintaining expenditure with the budget de- 
termined by the employment situation rather than by fiscal considera- 
tions was offered by the Coalition Government in a White Paper in 
\944. This document represents a bulwark in economic history, as it is 
the first formal resolution of a democracy to accept the responsibility 
ior preventing the total outlay of goods and services from falling to a 
level where general unemployment appears. The Labor Party policy 
carries this philosophy to a logical conciusion and affords concrete indi- 
cation of how it is to be implemented. 

Another important Labor premise is that planned investment in 
essential industries and on houses, schools, hospitals, and civic centers 
should occupy a large field of capital expenditure with a national invest- 
ment board determining social priorities and promoting better timing in 


, _ paper and that of the predecessor Coalition Government contained in an article written 
y te author for the July, 1945, issue of the American Journal of Economics and Sociology. 
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private investment. Overseas investments would be controlled and ep. 
couraged, and the new financial corporations set up for industry and 
commerce would receive appropriate powers to place the prevailing 
capital issues control on a permanent basis. As for other financial plans, 
there is no expectation of balancing the budget in the fiscal year jus 
ahead although the gap between expenditure and income will be nar. 
rowed. Later, when a balance has been secured, the government yi 
follow a deliberate policy of creating surpluses in good years and deficits 
in depression periods in the interest of maintaining a stable economy. 

The current budget represents a conscious attempt to use the taxing 
and spending powers of the state with the aim of influencing the magni. 
tude of the community’s income and the distribution of its expenditure. 
During the war the objectives of the financial plan were concentrated 
upon increasing the national output to the maximum and reducing 
personal expenditure to the minimum, in order that the largest volume 
of resources could be devoted to the war effort. For peace, however, 
the aims are different as they include the maintenance of a high and 
stable level of employment and the assurance that the wealth created 
by the fully employed community is used to the best advantage. In 
Britain, budgeting, therefore, has become a task of distributing scarce 
resources among its various uses. 

The seriousness of the contemporary British financial situation is 
readily apparent from the fellowing figures: In 1938 the gross domestic 
production of goods and services by the whole British community 
totaled 21,880 million dollars. By the processes of international! ex- 
change, a further 1,120 millions was added. The prospects for the im- 
mediate peace period depend on the level of domestic output and on 
whether international exchange will yield any net addition. Domestic 
output should be at least 10 per cent higher, but there may be no net 
addition from international exchange, and few people, in fact, prophesy 
that the figure of 1938 will be reached. The probability is that the total 
resources available for use will be larger than in 1938 by from 1 to‘ 
billion dollars valued at 1938 prices, or by 1,600 million to 6 billion 
dollars at present prices. 

The foregoing represents the revenue side of the national budget. The 
claims on it emanate from the state’s needs for defense and other pur- 
poses, the consumption of the people, and the maintenance, replace- 
ment, and increase of capital equipment of the country. The war has 
effected a redistribution of income from the rich to the poor, to be 
reinforced by extensions of social security which will serve to stimulate 
consumption. It seems probable that the propensity to consume incom 
relative to the propensity to save will have been increased, and it » 
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certain that the absolute level of consumption will be large. This in- 
crease e should not be estimated at a figure below 1,600 millions (2,400 
con onsumption increases only in proportion to the total of domestic out- 
put. There is every reason to believe that, in the absence of a policy to 
‘he contrary, the state’s and the public’s consumption will try to absorb 
the total, or more than the total, of the increase in the resources avail- 
ble. Under such conditions, the provision of capital will suffer, in spite 
the fact that there will be an immense arrears of replacement and 
repair of war damage to be undertaken. The nation is already committed 
to very large additions to its capital. Housing alone will require 1,920 
million dollars a year if 400,000 homes are to be built, and new construc- 
tion must be secured in the coal mines, the steel and cotton industries, 
and in the transportation field. The allocation for gross capital require- 
ments could easily be set at 4,800 million dollars (1938 money) without 
-overing more than the first priorities. 
lhe major aim of British economic policy must be to raise the national 
tput but it cannot be achieved without large-scale investment of 
capital. Capital, whether privately or publicly owned, is the key to the 
whole future of the British economy. With it, the national output can 
be raised, resources provided for social experiments, and an escape found 
from the international penury which threatens to undermine Britain’s 
strength and status as a Great Power. Britain’s financial position is 
extremely precarious, as her external debt to September, 1945, totaled 
approximately 14 billion dollars largely due to her Colonies, and her 
ternal debt about 70 billions. To the heavy depreciation of capital 
assets by enemy action at home there must be added the sale of British 
verseas assets which, from September, 1939, to June, 1944, amounted 
to 4,260 million dollars while new overseas debts incurred in the same 
period reached 9,200 millions. Neither of these figures covers the loss of 
assets in Empire countries which were either destroyed or damaged, to 
leny their use to the enemy. 
It is entirely possible that the British balance of payments may de- 
teriorate as much as 1,800 million dollars. Any attempt to estimate this 
se however, is unscientific as it will depend on the state of world 
omic activity. Even a projection of the prewar balance into the 
peace period must be very tentative as it involves major factors, such 
as terms of trade and initial postwar exchange parities which cannot at 
present be forecast. Until the deficit can be eradicated from the nation’s 
lance of payments, the only way to cover it will be by increased bor- 
g from abroad or by further sales of her overseas investments. In 
the immediate postwar period, strict control of imports, as well as 
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priority for export production, will be essential, and it may prove neces. 
sary to maintain and develop exports and to secure needed imports by 
means of reciprocal trade and clearing arrangements. 

Important as it is to restore and maintain an equilibrium or a surplus 
in her balance of payments, Britain’s primary objective is the mainte- 
nance of full employment, as she leads the world in recognizing that 
mass unemployment is unnecessary as well as evil, and in placing on the 
state responsibility for preventing it. The real issue is how far Britain 
may have to control her world trade so as to preserve the main advan- 
tages of an international division of labor without exposing herself too 
greatly to the vagaries of foreign demand for her exports. The practical 
question is how far she may enter into reciprocal trade and clearing 
agreements with the countries which are her main suppliers, in order 
to ensure that her exports to, and her imports from, these countries 
remain reasonably stable, whatever may happen to the level of demand 
and employment in other countries. Insistence must be placed by the 
British Government on effective agreement for the maintenance of full 
employment preceding any plan concerning the removal of trade bar- 
riers and the elimination of discriminatory methods in world trade. 

Most Americans still regard foreign trade as a convenient device for 
exporting unemployment, not as a means of utilizing an international 
division of labor and, through a mutual exchange, raising the living 
standard. Little attention is paid to the provision of an expanding 
market for imports which alone would enable foreign countries to pay 
with their own goods and services for the purchase of American com- 
modities and services. An effective substitute, they think, is to lend 
other countries dollars to buy American goods, but this course alone 
will increase disequilibrium. It must be plain that in no case can Britain 
undertake to make commitments under which unsatisfactory develop- 
ments in other countries might force her to adopt a policy of deflation, 
repression, and unemployment. Nor can she relinquish her rights to 
conclude mutual, beneficial arrangements for the exchange of goods and 
services with other countries, pursuing policies similar to hers, until 
international agreements can be secured for parallel measures to stabi- 
lize employment at a high level and raise the general living standard. 

Current British opinion is divided on the issue of whether the Bretton 
Woods Agreements should be accepted or rejected. The pertinent ques- 
tion is whether the potentialities of the next decade will permit any 
monetary scheme to work. The requirements for success are mainly two: 
first, that all countries of the world, and especially the economic giants, 
Britain and America, so arrange their external economic relations— 
their exports, imports, lendings, and borrowings—that their outstanding 
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balances may be small and manageable; second, that the great industrial 
nations preserve themselves from large-scale economic depressions. 

One financial problem as yet unsolved concerns Britain’s payment of 
blocked sterling balances. Repayment of this international floating in- 
debtedness, for many years to come, would mean reduced imports, or 
the export of a larger proportion of her own products without receiving 
anything in return for the surplus. Assuming that full employment is 
maintained, this condition will mean considerably less goods for the 
British consumer, and no social security scheme, in the face of such a 
contraction of supply, can maintain the standard of living. 

These are the complex financial problems for which the Labor Govern- 
ment is seeking solution through international agreement and by do- 
mestic reform. A comprehensive nationalization program for the elec- 
tricity and gas industries, transport services—except coastal and 
international shipping—docks and harbors, and the coal, iron and steel 
industries, is contemplated during the present Parliament. At least four 
methods of state control are being subjected to close scrutiny. The first 
—already used in the case of the Bank of England but not considered 
suitable for general application—is an outright purchase of existing 
capital without any change in the corporate structure of the undertaking 
to be nationalized. The second is the public board method under which 
the constituent companies in a nationalized industry are grouped, on 
the London Transport plan, and shareholders in the existing companies 
are offered an exchange for the stock of the new undertaking. In con- 
sidering the terms of exchange, allowances can be made not only for the 
diferent positions of individual companies but also for the differing 
rights of the various classes of capital. Under this procedure, the govern- 
ment would buy the assets of an industry, without taking over the 
companies themselves, paying by an annuity which the managements 
would be at liberty to distribute in interest and dividends to their various 
classes of stockholders. Lastly, the state could purchase the assets of a 
firm for a lump sum capital payment, the amount being calculated on 
the basis either of earnings or of assets. The distinction that can be 
drawn between methods two and three on the one hand and four on the 
other is that while the first two permit continuity of income or tenure 
by existing shareholders the latter involves the liquidation of each 
company. For firms incorporated under the Companies Acts, the ordi- 
nary legal consequences of liquidation would presumably apply; each 
class of prior charge and preference capital would be entitled to its 
fixed capital sum and no more, with any surplus benefiting equity share- 
holders. 


Certain specific nationalization schemes have already been announced. 
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For coal, for instance, it has been suggested that state compensatiop 
might be related to the net revenues that the industry as a whole may 
expect to maintain in the future. If this method is finally adopted, as 
seems probable, unsettled questions will remain concerning such items 
as future costs, profit margins, and output in each district and in each 
pit. For coal, and perhaps for other fields, the government may be 
forced to seek a nationalization agreement with the industry as a whole, 

Further complexities apply to home railways. These companies are 
statutory organizations, governed by their own Acts of Parliament 
which assume that the companies will maintain in perpetuity their per- 
manent way. If the state decides to liquidate railway companies, as 
part of a nationalization plan, serious problems of capital priority un. 
doubtedly will arise which can be resolved only by a High Court inquiry, 
Electric power and gas companies, in contrast, could most easily be 
nationalized along lines suggested by the second method stated above. 
The cotton industry will not be placed under state ownership, but will 
be scrutinized by working parties composed of representatives of em- 
ployers, workers, and the public. These groups will concentrate atten- 
tion upon improvements of organization, production, and distribution, 
reporting the steps which should be taken to strengthen the industry 
and to make it more capable of meeting domestic and foreign competi- 
tion. These parties—an innovation in Britain—will also examine the 
footwear, hosiery, woolen textiles, pottery, and furniture industries. 

The measure to place the Bank of England under state control is 
moderate in tone, indicating there is no intention to impose constant 
state interference upon the day-to-day operation of the Old Lady oi 
Threadneedle Street, although the government, if it desires, may request 
information trom, and make recommendations to, other British banks. 
The generous treatment accorded the Bank’s shareholders, under which 
they will receive from the Treasury the same annual income during at 
least the next twenty years as during the past twenty, must not be 
taken as a precedent for other nationalization plans as future schemes 
may apply to institutions and industries which have operated less ei- 
ficiently. In addition, state control of the Bank was simplified by the 
fact that there was only one class of stock outstanding whereas, when 
schemes for the coal industry or railways are contemplated, complicat- 
ing factors arising from a wide variation of earnings and dividends in 
the past, problematical earnings in the future, and marked differences 
in the valuation of assets and in capital structure will have to be re- 
solved. 

The Labor Government has announced its intention of reinforcing 
home industries by suitable economic and price controls, to be imposed 
for a transitional period of five years. It also will pursue a comprehensive 
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program for the expansion of the export trade by at least 50 per cent. 


This, because of increased prices, actually means a 125 per cent rise in 
value. After international security comes the need for establishing the 
national economy on a sound basis, with export trade placed in a healthy 
condition and employment continuously maintained at the highest pos- 
sible level. If full employment is achieved, however, the balance of trade 
must be maintained by controlled direction and stimulation of exports, 
and by a system of priorities for imports, which will give precedence to 
the essential. Controls at present operating over foreign exchanges and 
imported raw materials provide the foundation for a system which can 

gulate the balance of trade and permit home activity to rule at a level 
which would make it possible to fulfill the promise to abolish mass un- 
employment. Restriction must be maintained, also, over international 
capital movements in order that domestic policies may not be at the 
mercy of sudden flights of ‘‘hot money” which wrecked many national 
experiments in the ten years preceding World War II. 

British exports must be mobilized for peace as for war by creating 
the demand to which the supply can be made to respond. The dominant 
factor will be the price of home-produced goods relative to those of 
other nations. British costs and prices were higher before 1939 than 
those of most other nations and they are much higher now. During the 
last ten years British workers have become accustomed to a standard of 
living which was hard to justify by its comparative productivity when 
it was sustained by the overseas income and other invisible exports of 
the country, and domestic industry has reinforced this tendency by its 
addiction to restrictive practices and high margins. In the course of 
the war, ideas about standards of living have risen, cartelism has been 
strengthened, and the country’s competitive position has declined. Only 
one permanent solution offers itself in the form of such a marked in- 
ease in productive efficiency as will reconcile high wages with low 
selling prices. 

Suggested emergency measures to ensure adequate exports in the 
vital transitional period include the following: first, revival and exten- 
sion of the Export Group System as a means of aiding the competitive 
P sition of exports; second, differential direct taxation by which the 

rofits on the export trade would be taxed at a substantially lower rate 
than those on home trade; third, continuance of the United Kingdom 
Commercial Corporation as an agency to fill the gaps in existing export 
machinery and to implement commercial agreements in the transitional 
peace period; fourth, negotiation of long-term commercial agreements, 
especially those for the sale of selected British exports, to reinforce the 
inancial arrangements already being made with other countries; fifth, 
use of certain wartime controls, especially consumer rationing, price con- 
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trols on home sales, Limitation of Supplies Orders, and control of ray 
materials in short supply; sixth, indirect taxes to discourage domestic 
purchases of exportable luxuries and semiluxuries. 

The more free and multilateral her trade relations, the more fruitfully 
will Britain be able to restore the indispensable commerce she volun. 
tarily destroyed to wage the common war. The acceptability of this 
solution depends on America’s ability and willingness to accept goods 
in return for goods or in payment of loans. Only thus can the possibilities 
be rendered realistic of a truly multilateral trade embracing this country 
and of Britain’s being able to fulfill her obligations. Without such as- 
surance the British Government may be compelled to combat by direct 
arrangement over the broadest field a multilateral though not world- 
wide system. 

Britain might sacrifice the defensive structure of Imperial Preference 
if we, in turn, would abandon the protectionist restrictions which did 
much to bring the powers into being, but the former cannot contemplate 
a final settlement that leaves her defenseless against an American-made 
depression. As the world’s largest importer, Britain can make the great- 
est contribution to the free flow of world trade if, in some way, she can 
continue to buy freely from any country which can best supply her with 
goods, finding in return a strong and steady demand for her own goods 
in all markets of the world. 

It has been reliably reported that the British-American financial 
representatives have agreed on the proposed charter of an organization 
to govern world trade, designed to promote national and world-wide 
action for the expansion of production, exchange, and consumption of 
goods, for the reduction of tariffs and other trade barriers, and for the 
elimination of all forms of discriminatory treatment of world commerce. 
Ii satisfactory terms can be arranged for the financial assistance which 
Britain needs in the transitional peace period, both nations will support 
this charter in an international conference called to create the trade 
organization. It will then take its place beside the International Mone- 
tary Fund, the International Bank, and other economic agents of the 
United Nations Organization. Together with these, it will fall under 
the jurisdiction of the Social and Economic Council. 

A sharp distinction must be drawn between the normal conditions 
that can be expected to return in a few years’ time and the highly ab- 
normal situations which will prevail until then. In the short run, the 
alternative to American aid is not a high trade area, for which conditions 
do not presently exist, but dependence on Bretton Woods alone, on 
what Britain can secure by hard bargaining, and on what further credit 
will be extended by other countries out of affection or with a shrewd 
eye to the future. In the longer run, there should be a favorable prospect 
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of building up a workable alternative to the universal system, if one 
should be needed. This will be true, however, only under certain cir- 
cumstances: first, that the transition from the restrictive short-term to 
the more expansive long period be not delayed for more than a year or 
two (that is, that adequate supplies of British exports be offered and 
British accounts brought close to balance by 1947 at the latest) ; second, 
that these British goods be available at competitive prices; and third, 
that the strongest emphasis be placed on the necessity for expansion. 
For Britain more than for any other country, the basic requirements 
are speed in reconversion, a rapid rise in productivity, insistence on 
competitive efficiency, and discovery of practical means of combining 
control in the interests of progress. Unless these requirements can be 
met, Britain’s international economic relations will long remain in a 
highly unsatisfactory state, irrespective of the system of commerce 
which is adopted. 

One aspect of the trade situation is concerned with the increase of 
home production of foodstuffs and improvement of distribution of basic 
foods at fair prices. All land resources eventually will be nationalized 
by the Labor Government with fair compensation and with a revenue 
from public funds provided for betterment. As a first step, state and 
local authorities will be provided with wider and speedier powers than 
they previously possessed to acquire land for public purposes where the 
national interest dictates. An urgent problem is to increase the number 
of houses available in town and country areas by effectively organizing 
the resources of the building and corollary industries. Serious criticisms 
of the government’s construction program are that the Minister of 
Housing has left the provision of all materials to private firms, local 
authorities are apparently to be given no special financial aid at low 
interest rates by the Treasury for extensive builidng projects, and no 
assurance has been given by the Minister of Labor that sufficient 
workers will be provided. 

It is the intention of the Labor Party to place the Education Bill, 
enacted by the Coalition Government, in legal force and practical effect, 
including the raising of the school-leaving age to sixteen, and free sec- 
ondary schooling. Legislation extending social insurance over a wide 
iield to cover every individual will be introduced as well as indemnity 
ior industrial injuries and a national health service. Labor’s aim is to 
provide a national minimum standard below which no citizen will be per- 
mitted to fall. Subsidy payments will be continued to keep living costs 
stable. The wartime subsidy program contributed materially to the na- 
tion’s relative freedom from strikes and, by helping to prevent the 
constant upward climb of wages and prices, it has proved a useful 
weapon against inflation. But the cost has been heavy and constantly 
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increasing, reaching in the current year approximately 900 million dol. 
lars annually—almost exactly half the current cost of the national debt. 
To maintain indefinitely the price level of the main items of the cost-of. 
living index while the general price level and wages continue to rise wil] 
place a heavy cumulative strain on the budget. If cumulative inflation 
is to be avoided, higher wages unaccompanied by increased productivity 
can only be offset by a rising cost of living. 

Serious difficulty will hardly be encountered by the Labor Party in 
securing public support of the program of proposed legislation outlined 
in the preceding paragraphs, but its political and administrative prowess 
are as yet untried. Unfortunately, the present cabinet is unwieldy in 
size and its agenda is badly congested. In the absence of Cabinet de- 
cisions, departmental ministers are striving to achieve desired objectives 
although they tend to impede each other. As one instance, while the 
Board of Trade attempts to maximize production and exports, the Min- 
istry of Labor, constantly pressed by the service departments for more 
workers, still calls up irreplaceable skilled workers in key sections of 
industry. In view of this critical situation, the Labor Government ap- 
pears far too oblivious of the vital fact that in many cases, the longer it 
takes to announce the general lines of future policy, the more difficult 
it will be to impose a socialist solution. 

One of the major deficiencies in Labor policy is the lack of a national 
wage policy. The average level of wage rates, totaling 100 for October, 
1938, reached 138-9 in January, 1945, while average earnings for all 
workers, at the later date, amounted to 176. The absence of a definite 
policy during the war did not have too serious consequences because of 
the application of Treasury subsidies to keep down the cost of living 
and because of the agreement of workers to submit their disputes to 
arbitration. Evidence has been given, however, that the moral and 
legal restraints on the normal process of bargaining are to be removed 
as well as wartime labor controls. This situation will permit each section 
of workers to press for its own wage claims, irrespective of the cumul- 
tive effect on the national economy. 

Under the present socialist government, every factor in the national 
economic life, it appears, will be planned and controlled, except the 
most fundamental aspect—wages. At the last meeting of the Trace 
Union Congress, amalgamating body for British unions, except for 4 
resolution calling for the incorporation of the guaranteed week in all 
wage agreements and the legal enforcement of wage agreements reached 
between employers and unions, no mention was made of the relation 0! 
wages in one industry to wages in another. Perhaps the least that can 
be expected in the next few months is the stabilization of wage rates, 
not earnings, in the munitions industries, and some rise in the civilian 
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and export industries. Such a policy will be more readily conceded if 
ynionists realize there are only two alternatives to it; namely, a reten- 
tion of labor direction through Essential Work Orders, and the abandon- 
ment of any attempt to achieve a coherent economic pattern for the 
nation. 

The postwar aim of full employment will demand greater labor flexi- 
bility, mobility, and adaptability than has ever been conceded by 
British unions in the past. The Labor Government’s ability to cover the 
rising cost of social insurance will depend on the rate at which the 
national income can be increased, with this figure in turn contingent 
upon the trend of the population, the expansion of productive capacity, 
the reconstruction of foreign trade, and the extent to which consuming 
power can be maintained. This formidable task will necessitate the 
abolition of any industrial arrangements by which prices are stabilized 
at the expense of output and employment, and the removal of all trade 
union obstacles to an expansionist economy. 

Labor is charting an experimental economic, social, and political 
course involving more drastic modification of the traditional English 
way of life than has been attempted by any previous government. The 
next five years of its achievements are fraught with immense responsi- 
bility and possibility. A review of the achievements of this parliamen- 
tary period may well compose a splendid chapter in the nation’s history, 
but it remains to be seen whether it is written with the daring strokes 

f socialist pens or with the more restrained hands of Tories. 

Certainly the first moments of peace cry out for change, and the Labor 
Party has announced its determination to make the most of them. Re- 
construction of the British economy, however, will require the stoutest 
hearts and the best minds of the nation, and the dedication of every 
personal resource to achieving a thoughtful and efficient pattern of 
national and international aims. 

Britain envisages, perhaps more clearly than any other country, that 
ii anything substantial and permanent is to be accomplished to 
strengthen internationalism, definite progress must be made in the eco- 
nomic sphere. The case for economic planning today is accepted as the 
means of raising the standard of living of backward countries and of 
eliminating mass unemployment for mature nations. But it is increas- 
ingly evident that a sound economic policy must rest upon, and be 
reinforced by, a sound political philosophy if a lasting peace is to be 
attained. In addition, there must be some fundamental knowledge of 
the political conditions underlying and affecting economic adjustment. 
This last objective can be accomplished by widening international un- 
erstanding of, and collaboration upon, every aspect of the postwar 
-conomy—not only on currency, relief and security, but also on the 
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control of cartels, the development of aviation, and the expansion ¢ 
employment and trade. 

Perusal of the thoughts expressed in this paper should reveal that th: 
British and the American economies are no longer dedicated to the sam; 
purposes. The British people, for instance, are rapidly moving towarj 
a planned regime and deliberately setting out to maintain a high anj 
stable level of employment while our aim may best be described as at. 
tempting to avoid slumps. In the domestic field, also, Britain’s cours 
is planned to attack the whole question of underspending by a further 
redistribution of the national income, through improved social services 
and other measures, and by stimulating both public and private enter. 
prise. It recognizes that the state, in fulfilling its part in maintaining 
full employment, must hold a larger role in the economic field than it 
has at any time in the past. Opinion on this side of the Atlantic, hoy. 
ever, tends to regard government intervention in private enterprise as 
a cause of unemployment, and to rely on free enterprise to prevent 
slumps. 

Turning to monetary questions, a large section of British opinion sup- 
ports the view that if, in order to prevent or correct a general fall in 
employment, it is necessary to permit the budget to go unbalanced, it 
is permissible and even desirable to follow this course. Some authorities 
even go so far as to argue that a perpetual growth of the national debt 
is perfectly compatible with sound economics provided that it does not 
surpass that of the national income. To many Americans, however, 
budget deficits are a curse; sound money to them means balanced budg- 
ets. 

In world trade the war has brought to Britain a much greater degree 
of state planning than has been experienced to date here in America. 
There are indications, also, that planning in the former country has 
come to stay. The Ministry of Food, for example, is negotiating long- 
term buying agreements of some of the nation’s main foodstuffs, ané 
there is a marked trend in public opinion toward some type of comple- 
mentary selling agreements. The British people regard imports as ¢e- 
sirable in order to maintain and raise their standard of living, and the 
need to pay for them with exports as constituting a problem, while we 
consider exports as desirable in themselves for the provision of employ- 
ment, and the need for receiving payment in the form of imports 4 
representing the difficulty. This marked divergence of opinion on the 
immediate functions of imports and exports, and on other internation#! 
economic questions, represents a grave potential source of danger to 
amicable Anglo-American understanding. 

The possibility of attaining international agreement on employmett 
policy rests largely on the possibility of whether America and Britais 
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can reach an understanding on this and correlated issues. There is no 
disagreement as to ultimate aims, as these were enunciated in the At- 
lantic Charter and the Mutual Aid Agreement. These two documents, 
however, failed to indicate fundamental divergent opinions as to the 
methods of achieving mutual aims, especially relative to the course 
which would constitute an appropriate financial policy and the inter- 
national procedures which could be considered adequate for maintaining 
effective demand. Britain is faced with the problem of insisting that 
effective international agreement on the maintenance of full employ- 
ment—a totally new doctrine involving a totally new approach—should 
precede any schemes for the removal of trade barriers and the elimi- 
nation of discriminatory methods in world trade. Every effort must be 
made to secure the widest possible discussion of commercial and em- 
ployment policy, for many of Britain’s postwar economic aims, such as 
stable prices, maximum employment, and cheap money, are not ac- 
cepted by our government. 

In her platform for the future, Britain affirms that world peace and 
world prosperity are indivisible—that they must be sought for their 
own ends as well as for the benefits they bestow. All of her citizens are 
actively searching, at the inception of the new year, for the basic tenets 
of a revitalized economic approach to the solution of pressing national 
and international problems. 

The sheer strength and applicability of the new economic premises 
conceived by the British people and their government should stimulate 
study in this country of the issues involved. As almost the sole remaining 
devotee of private enterprise, the United States is especially challenged 
to decide whether these premises merit acceptance because of their con- 
tribution to the solution of society’s most blatant inequities or rejection 
because of the drastic changes they entail in human behavior or in 
economic and social development. 
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THE FUTURE OF THE GERMAN ECONOMY are 
one 
By CALVIN B. HOOVER re 
Duke University per | 
I ably 
Tl 
It is not easy to analyze the problems of the organization of the HH [f tt 
economy of a defeated enemy country immediately upon the close of, J Jeve 
war. It is unusually difficult to do so after a war as terrible as the on even 
just ended, when the defeated enemy began the war out of premedi- I js di 
tated purpose and when the ordinary rules of warfare were so ruthlessly tran 
violated by him. However, I suppose it is particularly expected of the J for t 
economist that he should be able to put emotion aside and to exercise J very 
whatever mental powers he may have without hysteria. I cannot pre- J still 
tend to have dispensed with emotion but I shall try not to be hysterical, J subs 
In considering the future of the German economy I suppose I am er- tion 
pected to make what amounts to a long-term forecast. Since it would, F 
however, require a Hindu swami rather than an economist actually to I of o 
make such a forecast I shall take refuge in the device which the econo- colla 
mist habitually employs when in this particular quandary. I shall try & the ; 
to sketch out the basic elements in the present situation. In that way, hary 
each can make his own forecast and may even fudge a little by altering It 
the forecast from time to time when events do not seem to be fitting 9 any’ 
the projected curve. was 
The future of the German economy obviously depends in the first war 


place upon the physical status of the economy when the Allied occupa- 
tional forces took over, secondly upon what the occupying powers do 
with the German economy from that time on, and finally upon what the 
German people do with their economy under the circumstances existing 
as defined by the first two factors. 

What was the physical condition of the German economy when it wa: 
taken over by the occupying forces? In one respect it was materially 
better than had been generally believed. German industry had mot been 
nearly as badly damaged by air bombardment as had been reported. 
Largely because German industry was located on the periphery of the 
cities and because of a policy of dispersal of industry, both area bombing 
and so-called “precision bombing” had caused less complete destruction 
of industry than had been reported. The destruction in the residential 


and business areas of cities was, however, truly catastrophic. Sc 

The fact that industrial destruction had not been as great as expected pow 
produced a monentary but extreme reaction which resulted in a few feel 
wild newspaper accounts that German industry had begun to operate reste 
on a boom scale immediately after the occupation. Actually the facts the 
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are to the contrary. German industry, particularly in the American 
zone, is operating at only a tiny fraction of normal production. What 
that fraction is is not easy to say but so far as I know it is less than 10 
per cent. In the British and Russian zones the rate of operation is prob- 
ably considerably larger but still less than 25 per cent, I should think. 

The immediate cause of this low rate of operation is shortage of coal. 
If there were no other causes, this shortage of fuel would prevent the 
level of industrial production from being anything nearly adequate for 
even the most limited sort of economic existence. The shortage of coal 
is due to causes which are in part temporary, such as manpower and 
transport shortages. Consequently if coal shortages were the only reason 
for the low level we might well expect industrial production to increase 
very substantially during the next couple of years. Coal production is 
still only about 40 per cent of the normal rate but it has improved 
substantially since the 10 per cent level which characterized the produc- 
tion of the Ruhr last summer. 

Fortunately German agriculture had not suffered greatly in the area 
of occupation of the Western Powers. When one remembers that the 
collapse of the German Army and the fighting in Germany came during 
the growing season for crops, it is amazing that in the Western zones the 
harvest this year was apparently some 85 to 90 per cent of normal. 

It does not follow, however, that the food situation in Germany is 
anything but extremely serious. (It will be remembered that Germany 
was some 80 to 85 per cent self-sufficient in food production before the 
war.) The very large Russian Army of Occupation in Germany has had 
to be supplied out of the current harvest as well as the smaller French 
Amy. The British Army of Occupation in the main and the American 
Army almost entirely have brought in their own food supplies. The net 
immediate result has been an official diet of 1,550 calories per person for 
German civilians and that diet has by no means always been maintained. 
It has been maintained by means of quite substantial imports of wheat 
and flour from the United States. This diet is much below the minimum 
necessary for health while doing normal work. What is much more 
serious from a longer-time point of view, as will be discussed later, the 
agricultural situation is exceedingly difficult because a population not 
much below that of 1939 must be supported in a “Rump Reich” which 
under the Potsdam Agreement has lost an area producing 25 per cent of 
German food supplies. 

So much for the condition of the Germany economy as the occupying 
powers found it. In spite of war damages, catastrophic as these were, I 
feel quite sure that had there been no serious political problems, the 
restoration of a sound Germany economy, integrally intermeshed with 
the economies of other European countries, might well have occurred 
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within, say, ten to fifteen years. If there had been no fear of the r. 
crudescence of German military might, if there had been no policy of 
revenge, substantially all German cities would have been largely rebuii 
and a reasonably prosperous economy would probably have been jy 
existence within a decade or so. Such a restoration of the German 
economy does not, however, seem a probability on account of politica! 
reasons and the uncertainties connected therewith. 

It is difficult enough to deal with economic uncertainties but when on 
moves into the political realm the future of the German economy cay 
be described only in the phrase, “an enigma wrapped in a mystery,’ 
which Churchill used to describe Russia. How long the Potsdam Agree. 
ment will determine the political and economic policy of the occupying 
powers it is impossible to say. Strong forces are at work which would stil 
further emasculate the principle of treating Germany as an economic 
unit enunciated while simultaneously honored in the breach at Potsdam. 
Furthermore, many of the principles laid down at Potsdam are com- 
plicated, confused, and vague. Yet the pattern of the immediate future 
for the German economy és now being worked out, however awkwardly, 
according to the Potsdam formula. 


II 


According to the Potsdam formula, reparations, disarmament de- 
industrialization, and standard of living in Germany are hooked together 
in a complex fashion. It is not feasible to go into a lengthy discussion 
of this complicated arrangement. A comprehensive policy of deindus 
trialization is laid down which provides that all capital equipment excep 
that necessary for the maintenance of a minimum standard of living is 
to be made available for reparations. This minimum standard of living 
is defined as one not in excess of the average standard of living of other 
European countries, excluding the U.K. and the U.S.S.R. (I should 
say that it is a vast oversimplification to state the matter in this 
fashion.) The Potsdam Agreement further provides that de-industrial- 
zation shall be carried out primarily in the heavy industries, including 
steel and chemicals. 

A period of six months was allowed for arriving at an estimate of the 
amount of industrial] capital equipment which was to be retained to 
insure the maintenance of the minimum standard of living and fo 
listing the industrial capital equipment which would be available fo: 
reparations. One can imagine the economic, statistical, and engineering 
problems which this task involves. Aside from other difficulties one cat 
understand that it is not a simple task to say how much capital equip 
ment would be necessary, after stripping down an economy, to suppor 
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a given general standard of living, even if there were to be no change in 
the character or variety of the capital equipment. 

It is impossible here to outline the crude methods which had to be 
used to tackle the problem. Suffice it to say that on the basis of the best 
estimates the American economists who were working with the Control 


' Council on the problem in Berlin last summer could make, it would be 


extremely difficult under circumstances likely to exist to produce the 
national income required by a minimum standard of living while at the 
same time stripping Germany of heavy industries. In this conclusion 
the British economists concurred. The French economists took much 
the same point of view. While the Russians insisted on a larger degree of 
de-industrialization than the economists of the other powers believed 
feasible, even they did not insist on the eradication of German heavy 
industry. 

It has been announced within the last couple of weeks that the repre- 
sentatives of the occupying powers on the Control Council had agreed 
on a rate of steel productions for Germany of 5,800,000 tons per year 
and had agreed on a capacity of 7,500,000 tons per year. Later dis- 
patches, however, raised doubts as to whether there had really been a 
meeting of minds with respect to steel production capacity which was 
to remain in Germany. An order of magnitude for purposes of compari- 
son with this 7,500,000 tons of allowed steel capacity is afforded by the 
18,500,000 tons of steel capacity which existed in Germany in 1929. This 
was a year of strong business activity but relatively little steel was 
being used for armament purposes. By 1939, when preparations for 
war were going full blast, this steel making capacity had increased by 
some 30 per cent. This allowed capacity may also be compared with 
that of the United States which is around 95,000,000 tons per year. 

A large number of industrial plants have been declared surplus and 
available for reparations in the Western zones of occupation. It is my 
understanding that some of these plants are being got ready for removal 
as reparations and will be moved as soon as it is decided definitely which 
plants are to go to which countries. Removals in the Russian zone have 
been carried on from the beginning of occupation. No problem of 
division between countries exists in the Russian zone except between 
Russia and Poland and that is not likely to cause any difficulty. 


Ill 


What are the prospects for developing German economy during the 
next decade or so which will be stable and viable enough not to con- 
stitute a serious drag on European economic recovery? 

There is one major favorable factor. This is that the German economy 
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will not have to support a German army or armaments industry. Sing 
after 1933 such a large fraction of the national product was taken fq 
this purpose, the gain which accrues to the German economy fron 
the absence of this burden is very substantial. 

The unfavorable factors appear, however, heavily to outweigh this 
favorable factor. These unfavorable factors may be listed as follows: 

1. The loss of territory. This means that a population almost 4; 
large as that of 1938 must be supported on an area producing only 
about 75 per cent as much foodstuffs. This is the result of the loss of 
territory, combined with the expulsion of German population from 
Czecho-Slovakia, Poland, Hungary, Austria, and Germany east of the 
Oder-Neisse line. 

2. The drastic reduction in heavy industry. It was in the heavy 
industries and those industries directly dependent upon them that 
German comparative advantages in production were most pronounced, 
As the Potsdam Agreement is being worked out, not only raw stee 
production, but the production of machinery, of machine tools, o 
automotive equipment, and of fabricated steel goods in general is to be 
stripped down. Likewise the railroad system, including both rolling 
stock and installations, internal shipping (any merchant fleet or facilities 
for constructing a merchant fleet to be used in foreign trade are to lx 
completely eliminated), electric power producing capacity, and the 
telephone system are to be stripped down to correspond to the reduced 
economy permitted. 

The total elimination of industrial capacity for the production of 
synthetic petroleum products and of synthetic rubber is, however, 
probably not economically disadvantageous. If it is possible to develop 
a sufficiently large export trade it would probably be cheaper for the 
German economy to import petroleum products and crude rubber than 
to produce them synthetically. 

3. The difficulties of developing sufficient exports to pay for essential 
imports. If these imports are not to be gifts they must be paid for. The 
loss of territories means additional food imports. The prohibition 0 
heavy industries means that exports are decreased and necessary in- 
ports increased. For example, if the production of locomotives, trucks, 
and ball bearings is not allowed they must be imported. If the textile 
industry is expanded in an effort at compensation, either imports 
cotton would have to be increased or the synthetic fiber industry would 
have to be expanded. But the production of synthetic fibers depen 
upon the existence of a chemical industry. Likewise, if fertilizers cannot 
be produced by the chemical industry they must be imported. 

4. The difficulty of expanding exports of goods the production 0! 
which might be increased to compensate for the loss of other exports. I 
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one assumes that the exports of textiles, ceramics, toys, and glassware, 
for example, were greatly increased it is doubtful whether these could 
be sold on the international market without great opposition. The 
British economists quite honestly admitted that they would have to 
take a very “dim view” of any considerable expansion in exports of 
German textiles. This difficulty will be accentuated by the inevitable 
unpopularity of German goods and merchants in the world, and by the 
loss of German commercial assets and connections throughout the 
world. 

5. Financial and monetary chaos in Germany. I leave this to the 
imagination rather than to attempt to describe it. It is not quite as bad 
as you could imagine but it is assuredly bad enough. 

6. General political and economic uncertainty. One can hardly 
imagine the state of demoralization which exists in Germany today. 
The division of the country into zones, the failure so far to set up a 
central administration, the uncertainty of whether the economic system 
is to be collectivistic or capitalistic, or the one in the Eastern zone and 
the other in the Western zones gives you only an inkling of the psy- 
chological frustrations which grip the Germans. Denazification presents 
additional difficult problems, but judging by previous experience in 
Russia, these need not be expected to have, by themselves, too serious 
permanent results. 


Uncertainty with respect to the territorial limits of Germany (whether 
the Ruhr and the Rhineland are to be lost, whether several independent 
states are to be set up) is likewise a factor in hampering economic 
reconstruction. 

7. The difficulties of maintaining the armies of the occupying powers. 
These constitute a problem which requires a longer explanation than is 
possible here. 


IV 


All this amounts to saying that the prospects for a stable German 
economy are not bright. One point of view would hold that the blacker 
the prospects for the German economy the brighter for the rest of the 
world. Undoubtedly the most substantial cause of unfavorable pros- 
pects for the German economy is the inevitable hatred of the Germans 
throughout the world and the understandable but almost psychopathic 
fear that the world feels that German economic revival would mean the 
revival of the German military threat. 

There are honest differences of opinion over the extent to which the 
revival of the German military threat is possible under present circum- 
stances or those likely to exist in the future. Certainly it is not surprising 
that the threat of such a revival should not be considered lightly. On 
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the other hand there is no use to expect that European economic re. 
construction will not be seriously hampered by the failure of Germany 
to revive economically. 

Before anything like economic stability can be attained, however low 
the standard of living may be, the first necessity is to decide whether 
there is going to be a Germany and if so what the territorial limits of the 
country are to be. It is not necessary to explain to an audience of 
economists that it is necessary to have some sort of government to 
determine property rights, to decide upon fiscal policy, to provide 4 
medium of exchange, to set up the rules by which commodities may be 
imported and exported, and the like. All these matters, if they are being 
dealt with at all, are being handled by a confused combination oj 
authority exerted by the Allied Control Council, the Zone Commanders, 
and the local German governments set up by the occupying powers. (On 
many of these matters no decisions have been made and no one knows 
as yet what the permanent governmental authority will be. 


V 


Following the territorial curtailment of Germany in the East, the 
French are demanding that the Ruhr and the Rhineland be separated 
from the rest of Germany. Until their wishes are met the French ap- 
parently are determined not to allow the reconstitution of any sort of 
central political or economic governmental machinery. 

The carving up of Germany among adjacent powers is, of course, 
repugnant to the principles for which the war was fought. Consequently 
any further dismemberment weuld seem only to increase the wrong. I! 
however, Germany, without annexation by other countries, could have 
been split into four or five independent parts which could have then 
been allowed to join some sort of economic United States of Europe 
there would have been weighty economic arguments in favor of it. That 
is impossible now. Germany has in fact been partially dismembered. I! 
is possible that a still further dismemberment such as the setting up 0! 
a Rhineland-Ruhr republic might lessen somewhat the fears of a Ger- 
man military revival so that destruction of German heavy industry 
could be somewhat less than it otherwise would be. 

The success of such a further dismemberment would depend upon 
factors the analysis of which would require a volume. It would almost 
certainly be a failure if actual administration by a multipower counc! 
were attempted. General responsibility and determination of broad 
policy by the United Nations, while permitting a German administr- 
tion separate and independent of Berlin, might be feasible. From 4 
long-term point of view this solution would depend for its success upo 
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the elimination or at least substantial reductions of trade barriers in 
Europe. 

Some sort of settlement which will not envisage the long continued 
use of large numbers of American occupational troops must obviously 
be envisaged. The first requisite of a situation normal enough to pre- 
clude the need for large bodies of occupying troops over a long period 
is some degree of economic stability. This does not now exist nor is it 
likely to exist until basic economic and political decisions not yet made 
are arrived at by the occupying powers. These decisions must not be 
much longer delayed if Europe is to have a reasonable chance to settle 
down. 

There is no slick formula which will solve the German economic 
problem. I am convinced that an economically and politically unstable 
Germany will be a constant drag upon European economic and political 
recovery. Under present policy, or perhaps absence of agreed-upon 
policy, such economic and political instability in Germany seems a 
strong probability. I very much fear that for the next couple of decades 
we are going to be plagued with the German economic problem. If the 
problem is to be solved at all it will be solved by a policy which deals 
positively rather than negatively with the German economy. 
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DISCUSSION 


Joun D. SumNnER: One who comments on Professor Remer’s paper on 
“Economic Reconstruction in the Far East” may choose between a wealth 
of interesting topics. In my own case, I must first express general agree. 
ment with his remarks; what I have to say is by way of supplement. 

Mr. Remer refers to a matter of the utmost importance; namely, that 
economic development in the Far East must be considered in its political 
and social environment. In emphasizing this view, I should like to cal 
attention somewhat more specifically to the interrelations between eco. 
nomic and political and social factors. We sometimes forget that any phase 
of economic development may importantly modify the political and socia! 
structures of the area in question, and that such modifications will, in turn, 
react upon economic events. Economists interested in foreign economic 
development must, therefore, be concerned not merely with the political 
and social setting within which such matters as changes in the standard of 
living and national income are determined, but with the influence of these 
changes on political and social organization. 

This problem is particularly complex in the Far East, where many areas 
have been comparatively isolated from patterns of social organization de- 
veloping in the so-called “Western” countries. That isolation is rapidly 
diminishing. Far Eastern countries are faced, therefore, with major prob- 
lems in adapting old political, social, and economic structures to forms 
comparatively new to them; parenthetically, it may be predicted that 
Western nations will confront similar problems of adaptation. 

Consider the problem of agricultural as contrasted with industrial de- 
velopment, referred to by Professor Remer. I believe most economists 
would take it as self-evident that the matter is not one merely of a choice 
between agricultural and industrial development but rather is one of rela- 
tive emphasis. In the case of a country such as China, we may hope for 
the accomplishment of three major objectives: (1) the achievement of « 
rising national income; (2) an increase in the standard of living of people 
generally—an objective somewhat different from the mere achievement 
of a higher national income; and (3) the establishment of economic con- 
ditions which will contribute internally toward democracy and social unity, 
and externally toward international collaboration. 

Agricultural development includes measures which increase the pro- 
ductivity of land, and others which relate primarily to the redistribution 
of wealth and income. Some measures, such as irrigation, the increased use 
of fertilizers, crop improvement, and agricultural education, can contribute 
much to a rising productivity. Such means are generally more important 
than mechanization in heavily populated countries, where farms are smal 
and labor is desperately cheap. Other measures, including the reduction 
of absentee ownership and rents and improvements in tax structures and 
administration, may be thought of primarily as devices which change the 
distribution of wealth rather than increasing productivity as such. This 
assumption must be qualified, for such changes may increase productivity 
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even though this is not necessarily the result. A higher standard of living 
may well increase output, either by greater incentives to farmers or through 
an increase in their ability to purchase fertilizers, farm animals, or simple 
tools. A further factor, of considerable interest in the Far East, is that a 
reduction of absentee ownership may result in the increasing use of private 
savings for industrial development, as contrasted with their historic use 
in land purchase or other types of socially nonproductive investment or 
hoarding which do not generally increase the national product. The Far 
East is seriously handicapped by a lack of the machinery of investment 
and of experience in its use. In China, for example, one finds but a hand- 
ful of companies with more than a few dozen stockhloders. 

Despite the great political and economic significance of agricultural re- 
form and development, an early industrialization is often thought of as the 
chief means by which a predominantly agricultural country can increase its 
national income and standard of living. If the objective of industrialization 
is to increase not merely the aggregate national income but also the standard 
of living of masses of the people, it is necessary to examine closely certain 
phases of an industrialization program. An important question is how the 
output of such industries will be diffused among laborers and peasants. 
Such diffusion may be direct, indirect, or virtually nonexistent. If, for 
example, industries are created in China to produce commodities for ex- 
port, the initial effect on the people is the provision merely of factory em- 
ployment, perhaps accompanied by a decline in the production of goods for 
domestic consumption. The proceeds of such exports may be used to import 
military articles, industrial equipment, or consumption goods. In this proc- 
ess consumption may be increased directly or indirectly. But consumption 
may decline due either to the use made of imported goods or to the com- 
paratively inferior use of resources diverted to export industries. 

Moreover, the standard of living will not necessarily rise, even if re- 
sources are devoted to industries of comparative advantage and imports 
are used ultimately for consumption purposes. Unfortunately for the Far 
East, the hand of Malthus writes all too clearly. 

There are many additional aspects of industrialization which should 
be referred to. Among them is the problem of directing investment into 
channels which will increase the national product as against projects which 
are designed merely to increase national self-sufficiency. Other questions 
have to do with the scope of state as contrasted with private enterprise, 
and the types of joint undertakings between the government and private 
ownership, whether domestic or foreign. The presumption is that an ex- 
treme concentration of economic power, whether in private or in govern- 
mental hands, may adversely affect future political and economic develop- 
ment. We have already seen how in Japan a high concentration of private 
ownership became a tool or partner of militaristic aggression. Moreover, 
it may prove difficult for democratic procedures, in the American sense, 
rapidly to develop even if governmental authority is motivated by a de- 
sire to foster the welfare of the people rather than the military power of 
the state. 
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Substantial investment opportunities exist in the Far East. They call 
for the employment of all available capital resources, whether private or 
governmental, domestic or foreign. If, however, the authority of the state 
is used in such manner as closely to control all aspects of industrialization, 
the result may be to discourage the full utilization of private resources 
whether domestic or foreign. It would be unfortunate, to say the least, if 
investment were retarded by an excess of political control, however wel! 
intentioned. 

The implicit thesis of these remarks may be summarized as follows: 
An improvement in the economic welfare of Far Eastern peoples is neces- 
sary, not only for humanitarian reasons, but also to provide an effective 
basis for democratic political institutions. The absence of such institutions 
is dangerous to world peace, and ts inimical to the economic as well as to 
the general welfare of the people of the Far East. In view of the close 
relation between economic and political events, the development of demo- 
cratic institutions is dependent upon adequate changes in both politica! 
and economic affairs. 


Horace BetsHAw: Instead of commenting on Professor Remer’s com- 
prehensive paper as a whole, I shall confine myself to a brief analysis of 
the subject discussed in its concluding pages: the main elements in the long- 
range problem of economic development. Any broad generalization must, 
of course, be qualified, when applied to particular areas. 

The great majority of the population of the Far East are agrarian. Hence 
the problem of reconstruction is in large measure a problem of improving 
rural welfare. The more radical groups to which Professor Remer refers 
are right in their emphasis on agrarian reform. But this is far from meaning 
that policy should be concentrated on rural conditions. Indeed, the effec- 
tiveness of a direct attack is circumscribed by the general condition of 
the economy as a whole, and the most effective approach even to the prob- 
lems of agriculture may be through other sectors of the economy. In this 
the industrial planners are right, if industrialization be interpreted broadly 
enough. There need, however, be no conflict between the two approaches 
What is required in an area is a co-ordinated program. But there is more 
likely to be political resistance to agrarian reforms which appear to cha: 
lenge the vested interests of the landlord, the money lender, and the dealer, 
while industrial plans may have a grandiose appeal and open up new 
prospects of political and economic power. It is therefore well to emphasize 
the basic social, political, and economic significance of the agrarian prob- 
lem in practically every Far Eastern country. 

The essence of the problem emerges from the pressure of population or 
the land in consequence of which holdings are small. It is a problem o! 
rural overpopulation but not necessarily of overproduction of farm proc 
ucts. Predominantly, the farm economy is one of subsistence farming at 4 
low standard of living (though in China, for example, up to 50 per cent 
crops seem to have been sold before 1938), with some production for the 
market to buy cheap manufactured consumers goods. The surplus aval: 
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able per farm worker or per holding to meet the needs of nonfarming popu- 
lations is small, and the income available to purchase services or manu- 
factured goods is meager. Such a situation inhibits the extensive develop- 
ment of manufacture for there is insufficient purchasing power to sustain 
it. The smallness of holdings precludes any extensive mechanization, while 
the low income of the farmer discourages the purchase even of machines 
which might be suitable. As a consequence, reinforced by conservatism, 
there is a disincentive to invention and manufacture. Low income not 
only hinders capital accumulation but also undermines the farmer’s bar- 
gaining power and renders him an easy prey to rack-renting, usury, and 
exploitation by middlemen. Where, as in the sugar areas of the Philippines, 
commercial crops were grown under tenantry on large estates, the position 
of the farm producer may be no better. He may, in fact, have the disad- 
vantage of a less wholesome and varied diet. We may interpolate that, 
when crops are produced for export on a world market, especially those 
with a long gestation period, such as rubber, we run into a new set of prob- 
lems on which it is not proposed to comment, except to indicate the prob- 
ability that the question of commodity controls, so far not satisfactorily 
answered, is again bound to trouble us acutely. 

One important element in the situation to which many national] planners 
in the Far East seem reluctant to give the attention it deserves, is the tend- 
ency for improved production to be taken out in increased population so 
that standards of living rise very slowly, if at all. 

Three approaches are indicated: (1) agrarian reform by methods directly 
applied to the rural economy; (2) occupational redistribution through “‘in- 
dustrialization’’; (3) population policies. 

There are at least five directions in which agrarian reform may be 
attempted. 

An important requirement is to open up new areas by TVA schemes or 
other methods where lands are available. This is not inconsistent with the 
view that there is rural overpopulation, since its main purpose would be 
to spread a given rural population over a wider area, and supplement land 
as the scarce factor. From this scarcity derives in large measure the scarcity 
of another factor—capital in the form of implements. 

Especially where there is a tendency towards one-crop farming, it should 
be a matter of public policy to encourage a greater diversity of crops with 
a view to improving the diet of both rural and urban populations. For ex- 
ample, this might well be an important desideratum of land reform and 
rural reconstruction in the sugar area of the Philippines. 

Of paramount importance is the reform of rural institutions, in order to 
increase their efficiency and eliminate exploitation. Such would cover, 
inter alia, consolidation of holdings, reform of tenure, and of credit and 
marketing services. The development of co-operatives may achieve much, 
but in most cases governmental measures are imperative if improvements 
are to be at all substantial. 

Incidentally, the racial antipathy in colonial areas to which Professor 
Remer refers is intensified by the fact that landlords, creditors, and factors 
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are often foreigners who derive an excessive return for their services even 
when risks are allowed for. But the services are essential and for some 
time are frequently not likely to be efficiently performed by the indigenous 
population. The immediate problem then is so to organize or regulate the 
performance of necessary services as to prevent unconscionable rewards, 

Finally, attention must be given to traditional attitude and beliefs, 
This implies not the general imposition of Western value judgments on 
oriental peoples but certain minimum modifications in existing attitudes 
which impair efficiency. As long as the cow is sacred it will be difficult to 
improve breeds and standards of husbandry. As long as there is large and 
ostentatious expenditure on a feast or a celebration, the problem of over- 
indebtedness will plague the peasant and the craftsman. Fundamental 
beliefs and attitudes are likely to be strongly resistant to change but it wil] 
be a mistake to ignore their implications in terms of economic reconstruc- 
tion. 

It seems clear that the development of agricultural education and ex- 
tension services are of prime importance. 

Occupational redistribution through “‘industrialization” is necessary to 
development and improved living standards not only through its direct 
effects in increasing the supply of manufactured products but also through 
its indirect effects in drawing workers from the land. So much has been 
written about this that one or two observations must suffice: 

1. Insofar as occupational redistribution occurs it will not only increase 
the volume of consumers goods and probably cheapen their price but also 
be conducive to a larger farm income because demand for farm products 
will be larger and holdings somewhat greater than would otherwise be the 
case. It does not by any means follow that larger holdings will result in 
reduced output. 

2. It is a mistake to think of industrialization simply in terms of manu- 
factures. In most areas improvements in transport and warehousing and 
marketing facilities may be equally important. Incidentally, such improve- 
ments may be conducive to greater efficiency by permitting greater regional 
specialization, as in China. This is not necessarily inconsistent with the 
suggestion that crop programs should take account of nutritional require- 
ments. 

3. Equally it is a mistake to think of industrialization entirely in terms 
of increased concentration of industry in large urban centers. There is 
much scope for small industry decentralized in rural communities or small 
urban centers; and this will often bring substantial advantages in sup- 
plementing farm income, providing seasonal employment and economizing 
in transport costs. 

4. Nevertheless, with industrialization, further urbanization is bound 
to occur. This presumes a responsibility to make prior plans for housing, 
utilities, amenities, education, social services, and the like, if existing evils 
are not to be exaggerated. 

5. It is a matter for consideration whether simple machines of the order 
of the sewing machine, the bicycle, or the wheelbarrow, cheap tools and 
household requirements may not be the type of capital equipment most 
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conducive to an early and substantial improvement in the efficiency of the 
farmer and the craftsman and to living standards of the mass of the people. 
It may well prove to be a mistake to concentrate overmuch on heavy 
industry to the detriment of the more humble types of capital equipment 
and consumers’ capital. 

6. Capital demands for long-term development will be too great to be 
met out of the resources of Far Eastern countries. Moreover, it is unlikely 
that sufficient finance will be available from elsewhere to meet the needs 
even of the ambitious plans already formulated. This increases the neces- 
sity for a careful selection of projects and for controlling the temptation to 
use inflationary methods as an alternative to borrowing from abroad. There 
is no scope in this brief note to discuss either the desiderata of foreign 
investment policies and programs or the implications in terms of interna- 
tional trade. 

7. Policy in relation to Japan should take account not only of the effects 
of a resuscitated Japanese trade on the development of industry in other 
Far Eastern countries, but also of the fact that Japan is likely to be the 
cheapest source of supply of many consumers goods, implements and tools 
for some time to come. By and large a revived Japanese trade is in the 
interests of the Far East. 

8. An existing impediment to development in the Far East is a shortage 
of technical and administrative personnel. In some countries, as for ex- 
ample, China and Korea, this applies to government as well as industry. 
Among the most imperative needs, in respect of which international assist- 
ance may be of great value, are the provision of personnel, and assistance 
in organizing recruitment and training. 

An argument sometimes used in favor of a rapid and substantial program 
of industrialization is that it would lead to a quick improvement in living 
standards; and that, as in the West, this would lead to a limitation in size 
of families. One entertains some doubts as to whether this is likely to occur. 
The prospects of an improvement which is both rapid and substantial 
lo not seem very great, while attitudes towards sex, religion, and the family 

not seem likely to change overnight. Moreover, population increases may 
even frustrate attempts at agrarian reform by increasing competition for 
‘and which offsets the effects of enlarged areas and occupational redis- 
tribution. There is the need, therefore, for an extension of knowledge of 
birth control and educational propaganda if population pressures are not 
continue to absorb all or the greater part of the fruits of development. 


WaRREN S. HUNSBERGER: So much of importance is compressed into 
the short space of Dr. Tamagna’s paper that comment should be restricted 

major matters. I have no major criticism to make. It is impressive to 
see an acceptable treatment of both Chinese and Japanese finance in a 
single paper. Dr. Tamagna’s success is partly the result of his discussing 
inancial matters not alone but in their economic and political context. 
lis treatment clarifies and sharpens the contrasts between China and 
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proper relations among financial institutions and techniques and other jp. 
extricably intertwined aspects of life—commercial, industrial, agricultural, 
social, and political. The point that China has had difficulties arising from 
the lack of administrative tools applies to all other of these fields as much 
as to finance. Again, the warnings that China may try to go too far too fas; 
and that Japan has an overexpanded machine for the restricted area and 
functions left to her apply not alone to finance. If China is to take ad. 
vantage of her new opportunities and if Japan is in fact to adapt hersel/ 
to the terms of announced Allied policy, then financial adjustments in each 
country must proceed pari passu with other related adjustments. 

With this necessary setting in mind, we may dwell briefly upon some of 
the contrasts between China and Japan suggested by Dr. Tamagna. China. 
one of the victors in the war, finds the advantages of victory reduced by a 
fundamental internal conflict which has recently brought open civil war. 
by the discrediting of her currency, and by the need for foreign assistance 
in relief, reconstruction, and economic development. Japan, on the other 
hand, although overwhelmingly defeated in the war, retains for the present 
her government, and a remarkably large part of her basic social, political, 
and economic structure, including the machinery for administering or 
dominating many areas beyond her home islands. 

The future for China includes the prodigious problem of developing a 
land which has thus far largely defied modernization, except in individual 
areas and activities under foreign control. This problem is a creative, con- 
structive, and positive one which cannot be solved easily. Japan’s future 
adjustments are initially destructive, restrictive, and negative: to disarm; 
to pay reparations; to eliminate military activities and reduce related 
activities; to adjust her economic, social, and political life to these restric- 
tions; and to accept such other limitations and controls as the Allies may 
impose. The Allies, through the Supreme Commander for the Allied Powers 
in Tokyo, have already taken steps the completion of which will do much 
toward bringing about the new circumstances under which Japan must 
live. If the full details of the Allied program for Japan were to be made 
known to the Japanese fairly soon, it is not unlikely that they would be 
able to adjust to this program with success similar to that with which they 
adjusted to the opening of Japan and other events in the past. This adjust- 
ment would be to a very much reduced range of activities, and Japan would 
necessarily remain a minor power for some time to come. If, on the other 
hand, the announcement of the details of the Allied program for Japan is 
delayed, Japanese adaptation to this program must likewise be delayed, 
just as Germanty’s adaptation will, according to Dr. Hoover’s statement, 
be retarded by the delay in the enunciation by the Allies of the details o! 
their policy toward Germany. Thus in the Far East we find the essentially 
negative problem of Japan, especially the more negative aspects of this 
problem, proceeding much more rapidly toward a solution than the pos- 
tive problem of China. The danger is no longer that there be a strong 
Japan and a weak China, but a situation in which both Japan and China 
are weak. 
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Inflation is a specific problem where the contrast between China and 
Japan is interesting to economists. China has gone through inflation so 
far that Dr. Tamagna finds her currency already discredited beyond re- 
claim. The point has been reached where, contrary to Gresham’s Law, a 
strong currency (the United States dollar) has driven out the weak Chinese 
currency in certain port areas. Far from bringing the end of currency 
troubles, this situation promises prolonged difficulties for the Chinese in 
establishing a sound native monetary unit. The discrediting of the Chinese 
national yuan has resulted from many factors during China’s long war 
against Japan, but two factors stand out in this picture: supply shortages 
and the lack of administrative tools. The severe shortages of practically 
everything in China exerted on prices strong upward pressures which the 
Chinese could not check by the mobilization of production or the type of 
rationing, price control, and savings programs familiar to Americans and 
others during World War II. The Chinese Government was not in a posi- 
tion to carry out tax or borrowing programs of the sort which have served 
so effectively in economies with highly developed industrial, commercial, 
and financial institutions. Americans must think back to the Revolutionary 
War to find in our own history a situation at all comparable to China’s 
during recent years. That comparison—weak though it may be on such 
points as placing the extensive cultivation of American colonial agriculture 
against the highly intensive cultivation of recent Chinese agriculture, and 
on the degree of inflation experienced—does assist the mind in picturing 
China’s difficulties. The inflation in Japan, on the other hand, has not yet 
reached such a stage as to put the yen in danger of complete obliteration. 
If this is to happen, it will be as a result of events in the future, but there 
appears no reason to challenge Dr. Tamagna’s conclusion that the yen 
can be stabilized, under certain circumstances, much as certain European 
currencies have recently been stabilized. The Japanese have had the de- 
veloped economy and institutions with which to attack inflation. Enough 
till remains of these, despite fire, destruction, defeat, and considerable 
demoralization, to leave adjustments along the European pattern still 
possible, and, in fact, probable. 

Dr. Tamagna’s reference to the present exchange rate of 15 yen to the 
dollar as an overvaluation of the yen suggests a number of comments, but 
| shall limit myself to two. First, the present rate is an overvaluation of 
the yen only if the rate of December 6, 1941, is assumed to be an equi- 
librium rate, or if that rate did not substantially undervalue the yen. The 
dithculties of determining whether an exchange rate fixed and supported 
by strong exchange controls gives proper values to the currencies involved 
ire so great and so well known to economists as to require here no more 
than a general caveat that such terms as undervaluation or overvaluation 
must be used with considerable care. Secondly, the effects of the present 
yen rate seem to be those mentioned by Dr. Tamagna, and I do not dispute 
the conclusion that this rate treats the Japanese much better than certain 
rates used in Europe, especially Italy, treated the peoples there. In this 
sense there is surely a comparative overvaluation of the yen. That Dr. 
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Tamagna is strongly in favor of such an overvaluation is made very clea; 
in an article he published last year on the problem of setting exchange 
rates in times of war, occupation, and transition to peace. 


DONALD F. HEATHERINGTON: An excellent although seldom cited illustra. 
tion of British firmness and confidence in the face of exceptional difficulty 
and material hardship is found in the extensive amount of space, time, 
and energy devoted to the presentation of detailed plans for the future 
during the darkest periods of the war. Industrial and labor groups, private 
research organizations, political parties, governmental bodies, and indi- 
viduals were all represented. The common tenor of these plans gave a broad 
hint of the direction in which the United Kingdom would move in the 
years ahead. In many respects the unofficial plans were more influentia| 
than the official statements, since they not only broke new ground but 
also mobilized and expressed in clear terms the opinions of the less articu- 
late. Probably the outstanding example was the Beveridge Report on So- 
cial Security, prepared at the request, but not as a commitment, of the 
government. This report received popular acclaim, not because it estab- 
lished new principles or a fresh approach, but because the majority oj 
conclusions reached coincided with the aims and desires of the public. 

Careful study of these plans and the reaction to them reveals the growing 
body of sentiment favorable to the continuation of governmental activity 
in the economic sphere. Paradoxically, there was, and continues to be, 
substantial opposition to controls. It is clear, however, that in accepting 
the view that the government must assume responsibility for comprehen- 
sive planning of the economic activities of the nation if agreed objectives 
are to be achieved, the British public has also expressed willingness to sup- 
port the continuation of whatever controls are deemed essential to the 
main purpose. The final test of their necessity will be the results. Although 
the victory of the Labor Party has at least temporarily undermined numer- 
ous assumptions on which many plans were based, there is no reason to 
believe that the pervading political or economic philosophies have been 
abandoned. This circumstance definitely insures that the policies and 
actions of the Labor Government will be subjected almost constantly to 
critical evaluation and analysis. 

Dr. Murphy has performed a distinct service by her clear, factual presen- 
tation of the policies and program advocated, as well as the problems to be 
met by the Labor Government. Unfortunately, far too much attention 
has been paid to a detailed enumeration of official pronouncements 02 
virtually every subject, while various basic economic factors almost escape 
mention, although they may in the over-all be equally, if not more, influ- 
ential in determining the future economic position of the United Kingdom. 
For example, only indirect reference is made to the trend of the population 
—certainly one of the most important conditioning factors in British ec 


1 F. M. Tamagna, “The Fixing of Exchange Rates,’”’ Journal of Political Economy, Mat. 
1945, pp. 57-72. 
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nomic life and of sufficient current significance to warrant investigation 
by a Royal Commission. Similarly, the question of regionalism and the 
trend of industrial distribution is passed over lightly. Yet at one point Dr. 
Murphy submits the conclusion—with which I am in complete accord— 
that “Britain’s immediate position will not be affected so much by the 
Labor Party’s socialist theories as by the hard logic of her economic 
problem.” 

Dr. Murphy has sought to emphasize trends, and rightly so. Nevertheless, 
conflicts and the grounds for eventual conflict are deserving of greater con- 
sideration in view of the topic. I suggest that there are in reality two series 
of trends or imagined trends running counter to each other, that the real 
test is whether the second series can triumph over the first. The Labor 
Party came to victory primarily because a majority of the electorate had 
greater confidence in its ability to secure this specific result. 

The first series actually consists for the most part of prewar trends, in- 
cluding a growing dependence on imports, greater industrial rigidity, im- 
mobility of labor, depletion of resources, inadequate or inefficient produc- 
tion in many industries, and those forces which contributed to the appear- 
ance of depressed areas. The reasons for the existence of these trends were 
recognized and labeled before the war, but the successive economic dis- 
turbances of the thirties were followed so closely by war that little could 
be done to remedy the situation or turn the tide. Experience with these 
trends did, however, set in motion the second series, outwardly manifested 
in the rising demand for security, larger and more stable purchasing power, 
and better living conditions. In a strict sense these were social aspirations 
and trends, but their satisfaction required economic solutions and reversal 
of the first series. To accomplish this in 1938 would have been difficult, 
but in 1946 the task is still greater, since the combined effects of destruction 
and dislocation consequent on the war must also be met. 

This fact leads directly to the first major conflict inherent in the present 
situation: that engendered by the need to formulate a baianced program 
in which elements of reform and reconstruction will be apportioned satis- 
factorily. The temper of the British people is such that preoccupation with 
reform which does not produce results will not long be tolerated. In broad 
outline the mandate of the Labor Government may be clear, but in detail 
it is something less than “indisputable.” There is, for example, the Laski 
in contrast to, say, the Attlee interpretation of the mandate. Back-benchers 
have already shown signs of restlessness, conceiving the mandate as far 
broader than do the Ministers. 

A second but closely related conflict stems from the industrial uncer- 


» tainty with respect to future action by the government. Industries suscept- 


ible to nationalization have debated whether substantial amounts of new 
capital should be invested in the interest of expanded production at this 
time. Having noted the conflict, the government has moved to resolve it 
by offering assurances that progressive undertakings will not be prejudiced 


) if they continue to develop in the interim period during which official plans 
' are being completed. In addition, some incentive has been offered by state- 
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ments that in the event of nationalization, compensation would take into 
account any new capital outlay and by other statements which imply that 
inefficiency in any industry will constitute grounds for investigation and 
possible nationalization. 

One other conflict must be mentioned; viz., the potential effects of par. 
tial nationalization on nonnationalized enterprise. This should be a fruitfy! 
field for further investigation, but time permits only suggestion here. The 
capital needs of British industry are acknowledged to be tremendous. |j 
capital is poured into the coal mines in an effort to increase their efficiency, 
either cost of capital to other industries will be increased or they will be 
deprived of needed amounts. Likewise, pressure to maintain uneconomica| 
pits in operation may force subsidization of high cost areas with conse- 
quent effects on other industries. Finally, there is the question of possible 
displacement by alternative sources of supply. 

These three obviously do not exhaust the list of conflicts, nor are they 
necessarily the most important. There is, for example, the equally import- 
ant question of how the nation may best participate in international 
economic activity while insulating the domestic economy against depres- 
sive influences arising elsewhere. 

One trend which should be of particular interest to economists has not 
yet been enumerated. Wartime experience, coupled with the need for more 
information if purposive direction or governmental planning is to be made 
effective, indicates that there will be broader and more detailed compilation 
and distribution of statistical material relating to economic activity in the 
United Kingdom. Anyone who has ever worked with British statistics wil! 
welcome this development. 

I have reserved one specific comment until this time since it is less funda- 
mental and more personal. Dr. Murphy has said in effect that any attempt 
to estimate the total deterioration in the British balance of payments 
within the next few years is “unscientific as it will depend on the state of 
world economic activity.” ‘‘Uncertain” would be the better word. Other- 
wise, both Mr. Metzler and I must stand charged as being “unscientific. 
If the Labor Government is as fearful of forecasting or projecting as Dr 
Murphy apparently is, I doubt whether it will be successful in planning 
the direction or controlling the climate of the British economy. 
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INTERNATIONAL INVESTMENT 
FOREIGN INVESTMENT AND AMERICAN EMPLOYMENT 


By RANDALL HINSHAW 
Board of Governors of the Federal Reserve System 


One of the more tempting approaches to the problem of unemploy- 
ment is via the balance of payments, since in principle the problem can 
always be solved on the domestic level by the attainment of a sufficiently 
large export surplus. Such a surplus can be achieved or augmented 
either by a reduction of imports (including services) or by an expansion 
of exports. In the first case, the unemployment is simply shifted to other 
countries, and this may also be true in the second case if the increase 
in exports is obtained by methods (e.g., subsidies) which displace foreign 
labor. But exports can also be expanded by foreign investments or gifts, 
in which case foreign employment is not likely to be adversely affected. 
Since foreign investment does not belong in the category of beggar-my- 
neighbor therapy, it can be argued that such investment is amply justi- 
fied, quite apart from humanitarian or income considerations, if it 
contributes to high domestic employment. Whether this view, as applied 
to the United States, reflects a rational or merely a confused approach 
to the employment problem will be our chief concern in the ensuing 
discussion. 

I 

This paper is written on the assumption that, after the reconversion 
period, our major economic problem will be the attainment of a level 
of aggregate demand reasonably commensurate with our technical 


© capacity to produce. If, after reconversion, there is no hiatus between 


aggregate demand and potential supply, or if demand, at the prevailing 
price structure, actually tends to be in excess of supply, the remarks 
which follow will be of little relevance to future problems. 

[t will not be our purpose in this paper to estimate American capacity 
to produce at optimum employment or to guess how much less than 
such capacity aggregate demand is likely to be. In recent months, this 


| problem has been tackled by several competent investigators, and the 


rather substantial disparity in their conclusions is simply a reflection of 
the numerous imponderables involved.' Suffice it to say that, under 
ertain plausible assumptions (and in the absence of compensatory 
government spending), the estimated post-transitional level of demand is 
well below the level required to maintain full employment.” 
See bibliography by Everett E. Hagen in “Postwar Output in the United States at Full 
yn ent,” Review of Economic Statistics, May, 1945. 
See especially Jacob L. Mosak, “Forecasting Postwar Demand,” Econometrica, Jan., 
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In principle, any deficiency of monetary demand can be eliminated 
by a sufficient expansion of government expenditures. In the present 
paper, we shall consider the possibility of removing such a deficiency 
through an extensive program of foreign investment. Foreign invest- 
ment, from the standpoint of the American employment problem, js 
simply a method of placing dollars in the hands of persons (i.e., foreign 
persons) who can be depended upon promptly to spend the dollars on 
American output or to sell them to those who will.’ 

A net foreign contribution to the aggregate demand for a country’s 
output may be said to exist when there is an excess of exports over im- 
ports of current output (including services). That is to say, the foreign 
contribution to aggregate demand takes the form of an export surplus, 
but it is an export surplus of a particular kind. It is not, of course, simply 
the commodity balance with which we are here concerned, nor is it the 
balance on current account, as commonly conceived. Rather, it is the 
balance of expenditures on current output of goods and services. It does 
not include the interest balance, since dollars which foreign persons 
require to pay interest cannot be used by them to purchase American 
output. Neither does it include the remittance (gift) balance. The 
latter balance, along with the capital balance, if unfavorable, should be 
thought of as making possible a favorable balance of current output. 


II 


It is sometimes assumed that the heavily favorable merchandise bal- 
ance of trade during the twenties (1) contributed substantially to the 
total demand for American output and (2) was largely the result of 
the high level of foreign investment prevailing throughout the period. 
A careful examination of available balance-of-payments data, however, 
lends little support to either proposition. The merchandise export sur- 
plus was indeed large, averaging 769 million dollars a year for the period 
1924-30, but it was offset to a considerable extent by an unfavorable 
balance with respect to current services.‘ Of the service items directly 
related to current employment, foreign shipping and foreign travel are 
much the most important, accounting for virtually the total. During 
the period under consideration, American expenditures for foreign 
shipping and travel exceeded corresponding receipts from foreigners 

* Throughout this discussion, we shall make the favorable assumption that the dollars sup- 
plied foreigners are spent on American output as soon as they are available. This assumption !s 
probably warranted during the early postwar period, when foreign purchases of American 
goods presumably will be limited only by ability to pay, but the assumption may not be so 
appropriate for the more distant future. (For alternative assumptions, J J. Polak, “Bal- 
ance-of-Payments Problems of Countries Reconstructing with the Help of Foreign Loans, 
Quarterly Journal of Economics, Feb., 1943.) 

‘ Unless otherwise indicated, the figures in this paper are taken from the excellent study by 


Hal B. Lary and associates, The United States in the World Economy (U. S. Department of 
Commerce, 1943). 
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TABLE I 
SELECTED AMERICAN BALANCE-OF-PAYMENTS Data, 1924-30 
(Millions of Dollars) 
ar | Merchandise Shipping and Net Export Remittance 
Balance Travel Balance Surplus* Balance> 

| +981 —272 +709 | —339 
si +683 —337 +346 | —373 
ae +378 —307 + 71 | —361 
27 +680 — 343 +337 —355 
28 +1,037 —415 +622 —346 
29 +842 —463 +379 —343 
30) +782 — 486 +296 — 306 


erchandise balance plus shipping and travel balance. 
des personal remittances plus institutional contributions. 


n average of 375 million dollars annually. Thus the annual export 


surplus of current output (including the major services) was only 394 
million dollars, or a little over half the merchandise export surplus. 
But this is only part of the story. It might be supposed that the net 


€xpore 


rt surplus of 394 million dollars was made possible by the large 


low of new long-term capital which occurred during the twenties. 
There is scant evidence, however, to support such a conclusion. During 


TABLE IT 


UNITED STATES PRIVATE LONG-TERM FOREIGN INVESTMENT 
AND INcoME THEREFROM, 1924-30 


(Millions of Dollars) 


Net Sales ae 
New Net| Total by U.S. | Net New | “scripts 
New Direct of New Amorti- | of Out- Long- pe 
Year Foreign Foreign Foreign zation | standing term t ng- 
Loans Invest- Invest- Receipts | Foreign Capital F — 
ment ment Securi- Outflow* 
Ges ments* 
24 823 182 1,005 120 205* 680 559 
25 824 | 268 1,092 221 321* 550 708 
2 921 | aon 1,272 296 155 821 734 
2 1,114 351 1,465 285 193 987 753 
28 1,019 | 558 1,577 361 —94> 1,310 848 
) 415 | 602 1,017 276 105 636 876 
775 «| 1,069 300 405 364 802 
Averag 842 372 | 1,214 | 266 184 764 | 754 


shase. 


. S. Department of Commerce. 


‘es net change in ownership of outstanding domestic securities. 


foreign investment minus amortization receipts and net sales of outstanding foreign 


Average +769 —375 +394 | —346 
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the period under consideration, new private foreign loans plus new ne: 
direct investments abroad averaged 1,214 million dollars a year. The 
net outflow of new long-term investments, however, was much smaller 
because of (1) amortization receipts from abroad which averaged 2¢¢ 
million dollars annually during this period, and (2) net sales by th 
United States of outstanding foreign securities, which averaged 18 
million dollars. Net new long-term investment abroad thus amounted ty 
an average of 764 million dollars a year. But this net outward move. 
ment of new capital was almost entirely offset by the steadily mounting 
backflow of income from the investments. During this period, Americay 
receipts of dividends and interest from long-term foreign investments 
averaged 754 million dollars a year—only 10 million dollars less than 
the average net outflow of new long-term capital.® Since the net sum 
of dollars annually invested abroad averaged about the same as the 
sum of dollars required by foreigners to make interest and dividend 
payments on the accumulated investments, it is clearly misleading to 
assert that the net export surplus during the twenties was sustained 
by the high level of foreign investment. 

As a matter of fact, the net export surplus of current output was 
largely made possible by the unfavorable remittance balance; i.e., by 
gifts. Remittances to foreign persons and institutions exceeded cor 
responding receipts during this period by an average of 346 million 
dollars a year. This was only 48 million dollars a year less than the aver- 
age annual net export surplus for the period. 
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Foreign giving involves no problem of interest or repayment, and 
can be continued indefinitely without necessitating any change in the 
philanthropic country’s balance of payments.® Thus the maintenance 
of a large export surplus by a high level of foreign giving is one method 
of creating domestic employment without leading to obvious economic 
dilemmas. This method would seem to have no economic advantages 
not shared by domestic consumer subsidization, and from a domestic 
point of view has the disadvantage of conferring upon other countries 
the wealth created by the increased employment at home. From a worl 
perspective, however, such unselfishness, if on a conscious level, wou 
hardly be open to criticism, and the result in any case would be preter 
able to a low level of world income and employment. 

° Of course not all these receipts were attributable to foreign investments made during tb 
twenties, but to a surprising extent this was the case. For example, American interest rece!p)'s 
from private long-term foreign loans amounted to only $87 million in 1919. By 1930, the fgur 
had steadily climbed to $429 millions. (Figures supplied by U.S. Department of Commerce ) 

* The giving need not be intentional. Defaulted foreign loans, for example, are in fact 1's 
Another form of concealed giving is the exchange of goods for an asset (e.g., gold) of dubious 
utility except as an employment-creating device (the income created by the employment being 
largely given away). 
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Let us consider a hypothetical case. Suppose that, after reconversion, 
the United States at optimum employment can produce a gross national 
luct of 200 billion dollars a year, but that at this level of income, 
regate demand (expenditures of consumers, business, and govern- 
ment) would amount to only 180 billion dollars. In this situation, full 
employment could be maintained indefinitely (assuming no change in 
productivity or labor force) if 20 billion dollars of otherwise idle funds 
were annually given to foreigners. Income domestically consumed might 
be much greater than if the gift were not made, but the distribution 
‘income would be different because of the absence of unemployment.’ 
[his is the policy of “permanent lend-lease,” sometimes more or less 
facetiously advocated as a method of solving the employment problem 
Whatever may be said for or against such a program, it is hardly in the 
n of political possibility. Giving on any such scale would have to 
e public giving, and to be fully effective would have to be accomplished 
igh public borrowing. When this became apparent, it would surely 
also be realized that full employment could just as easily be maintained 
omestic public spending, with the added advantage that the in- 

se in income would be consumed at home. 

IV 
Large sums are likely to be placed in the hands of foreigners only in 
the expectation of a return. This alters the picture substantially so far 
as the employment problem is concerned. If a given amount of dollars 
isannually invested abroad at a fixed return, eventually the annual sum 
from foreign countries in interest will equal, then exceed, the annual 
sum invested. That is to say, the net foreign contribution to aggregate 
iemand will gradually disappear if income from the investments is to be 
transierred.* The lower the rate of return, the longer the process will 
but at the rates governing most American foreign investment in 
past, the net foreign demand for domestic output would disappear 
n scarcely more than a decade. 

[here is only one way of indefinitely maintaining an export surplus 
i current output by foreign loans, and that is by lending interest as 
well as principal.® Since interest is due from the borrower not only on 
the original principal sums but on the interest borrowed, the net amount 
which must annually be lent to maintain a given export surplus must 
domestically consumed would be somewhat greater than if the gift were not made 


ise of the secondary effects on national income of a reduction in exports. See especially 
: Machlup, International Trade and the National Income Multiplier (The Blakiston Com- 


ree to which the decline in foreign demand may be offset by an increase in domestic 
resu sulting from the transfer of investment income) will be considered later. 
will facilitate discussion at this point if we confine our attention to foreign investment 
‘orm of loans at a fixed return. During the twenties, over 70% of American long-term 
‘vestment abroad was of this kind. Such modifications as are necessary to make the conclu- 
ons apply to direct foreign investment will be made during the course of the discussion. 
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increase at a compound rate. Table IIT shows how rapidly lending (net 
of amortization) must increase to sustain an export surplus of 1 billioy 
dollars per annum. 


Taste IIT 
ANNUAL AMOUNT OF PERPETUAL LOANS REQUIRED, AT VARIOUS INTEREST Rares, 
TO MAINTAIN AN ANNUAL Export SurpPLus OF 1 BILLION DoOLLars 
(Billions of Dollars) 

Year 2% 3% 4% 5% 6% 7% 8% 
5th year 1.10 1.16 1.22 1.28 1.34 1.40 1.47 
10th year 1.22 1.34 1.48 1.63 1.79 1.97 2.16 
15th year 1.35 1.56 1.80 2.08 2.40 2.76 3.17 
20th year 1.49 1.81 2.19 2.65 3.21 3.87 4.66 
25th year 1.64 2.09 2.67 3.39 4.29 5.43 6.85 
30th year 1.81 2.43 3.24 4.32 5.74 7.61 10.06 
35th year 2.00 2.81 3.95 5.52 7.69 10.68 14.79 
40th year 2.21 3.26 4.80 7.04 10.29 14.97 21.72 
45th year 2.44 3.78 5.84 8.99 13.76 21.00 31.92 
50th year 2.69 4.38 7.11 11.47 18.42 29.46 46.90 


Thus if it is desired to maintain, through foreign lending, an export 
surplus of 1 billion dollars a year, and if the funds are lent at an interest 
rate of 5 per cent, in less than fifteen years it is necessary to lend, net of 
amortization, 2 billion dollars a year if interest on all obligations is to be 
transferred. At an interest rate of 7 per cent (a rate at which many 
loans were made during the twenties), it is necessary after only twenty- 
one years, to lend over 4 billion dollars a year to support an annual er- 
port surplus of 1 billion dollars. At low rates of interest, the process is 
of course much slower. Thus if the loans are made at 2 per cent, it is 
not until the thirty-fifth year that it is necessary to lend as much as 
twice the amount of the desired export surplus.’® 

The figures in Table III show only the net amounts which must be lent 
per annum to maintain a given export surplus, and thus present the 
problem in the most favorable light. Except in the case of perpetual 
loans, however, the net figure does not reveal the volume of securities 
which must annually be sold to Americans to maintain the export sur 
plus. Ordinarily the gross amount of required lending is much greater 
than the net amount, since foreign loans are almost invariably made 
for a limited term of years. For example, if the loans mature in twenty 
years, the annual volume of securities which must be sold, at various 
rates of interest, to maintain an export surplus of 1 billion dollars is a 
shown in Table IV. 

1° The figures in Table III can also be applied to direct investments. Since the return on direct 
investments is commonly higher than on loans, a larger volume of such investment is require! 
to maintain a given export surplus if profits are to be transferred. If profits are not transferred 


but are reinvested abroad, a given export surplus can be maintained by a constant amout! 
of direct investment per annum. 
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IV 


Annvat Amount oF 20-YeAr Loans REQUIRED, AT VARIOUS INTEREST RATES, 
TO MAINTAIN AN ANNUAL Export SurRPLus OF 1 Brtt10oN DOLLARS* 


(Billions of Dollars) 


Year 2% 3% 4% 5% 6% 
Sth year 1.35 1.38 1.43 1.47 1.52 
10th year 1.81 1.92 2.03 2.16 2.31 
15th year 2.44 2.65 2.90 3.18 3.50 
20th year 3.28 3.67 4.14 4.68 5.32 
25th year 4.41 5.08 5.90 6.88 8.09 


* It is assumed in this table that the sum of interest plus amortization on each loan is paid 
in equal installments. 


It is evident that amortization on a twenty-year basis affects the picture 
very much indeed. Even at the low interest rate of 2 per cent, it is 
necessary, after only twelve years, to sell over 2 billion dollars of securi- 
ties a year to maintain an annual export surplus of 1 billion dollars; at 
the end of twenty-five years, it is necessary to sell over 4 billion dollars 
of securities a year. 


V 


While in principle it is possible to maintain an export surplus in- 
definitely by an expanding outflow of capital, it is clear that under 
realistic assumptions with respect to interest and amortization, such an 
outcome is decidedly unlikely. Let us therefore examine more carefully 
the situation in which no attempt is made to preserve the export surplus 
achieved by foreign loans. It will be helpful at this point to refer again 
to a previous illustration, in which demand for American output was 
assumed to be 20 billion dollars a year less than capacity to produce at 
optimum employment. We shall make the somewhat heroic assumption 
that, in order to maintain full employment, 20 billion dollars (net of 
amortization) are annually lent abroad at 5 per cent interest." We shall 
also assume that at full employment, American imports of goods and 
services amount to 10 billion dollars a year. In this situation, 30 billion 
dollars are annually supplied to foreign countries, and of these dollars, 
all are available for the purchase of American output except those which 
are due as interest. The interest bill, however, increases at the uniform 
rate of 1 billion dollars a year. On the assumption that all foreign dollars 
not due as interest are spent on American output, this means that 
American exports must fall’by 1 billion dollars a year if interest is to 


“Such a level of foreign investment is of course much higher than any now regarded as 
within the realm of possibility. At its peak in 1928, new American private long-term foreign 
investment (gross lending plus net direct investment) amounted to only 1.6 billion dollars. 
But w e are here interested, not in what level of foreign investment will actually be attained, 
jut in whether a very high level of foreign investment would correct a chronic and substantial 
cehciency of aggregate demand. 
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be transferred. At the end of twenty years, foreign purchases of Ameri. 
can output will have ceased to make any net contribution to Americay 
employment (being exactly offset at that point by American imports), 
and at the end of thirty years all dollars accruing to foreign countries 
will be owed to Americans as interest. Interest can be transferred at 
that point only if American exports are zero. Beyond thirty years, the 
flow of dollars to foreign countries would be inadequate even to take 
care of the interest sums due. 

An increase in American imports would of course facilitate the trans. 
fer of interest, though it would in no way assist in the solution of the 
employment problem. Rather the reverse.” But is there any reason jp 
this situation to assume an increase in imports? In the absence of a 
reduction in import restrictions, an increase in imports would be 
expected only as a result of (1) an increase in national income or (2 
a reduction in import prices. Under present assumptions, an increase in 
national income is ruled out; at the moment, we are concerned with the 
problem of maintaining (i.e., preventing a fall in) a given level of in. 
come. (We must be careful to avoid assuming away our problem by 
assuming a rise in income unless we can trace the process whereby a rise 
in aggregate demand can take place.) A secular fall in the price level of 
American imports would be expected as a result of the foreign capital 
improvements issuing from the American investment abroad, but it is 
not certain that this would lead to a substantial increase in American 
imports. In fact, there is some evidence that, at the present level of 
tariff protection, the price elasticity of the American demand for im- 
ports is less than unity." If this is actually the case, a reduction in the 
import price level would aggravate the transfer problem, since it would 
result in a fall rather than a rise in the value of American imports. 


VI 


The complete story concerning the backflow of interest must o! 
course include an examination of the manner in which the interest in- 
come is disposed of by the recipients. Here we are confronted with 


2 At least this is true in the short run. The longer-range repercussions on employment 0! 
an increase in imports are exceedingly complex, and are not examined in this paper. 

‘8 For the sake of simplicity, we have assumed in this illustration that the level of producti 
ity and the size of the labor force are fixed. That is to say, we have assumed that American 
capacity to produce at full employment does not change. The implications of this assumption 
however, must be carefully borne in mind. If productivity increases, with everything else 
unchanged, full employment cannot be preserved merely by maintaining a fixed level of aggre 
gate demand; either p meme must increase in proportion to the increase in productivity or 
working hours must be reduced. During the past few decades, the productivity of American 
labor has increased at an average rate in the neighborhood of 24% a year. 

‘4 See J. H. Adler, “United States Import Demand during the Interwar Period,” A merican 
Economic Review, June, 1945, and Randall Hinshaw, “American Prosperity and the Britis) 
Balance-of-Payments Problem,” Review of Economic Statistics, Feb., 1945. 
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various possibilities. As a first case, let us suppose that the foreign loans 
are made by the United States Government, so that all interest receipts 
accrue to the United States Treasury. If, in spite of the receipt of inter- 
est from abroad, the government neither increases expenditures nor 
lowers taxes, the effect of the backflow of interest will clearly be de- 
fationary. In the situation cited, exports would fall by 1 billion dollars 
a vear, and the fall in income and employment originating in the export 
‘ndustries would be unaccompanied by a rise anywhere else. To avoid 
deflation, it would be necessary for the government to offset the fall in 
exports either by increasing its expenditures on goods and services by 1 
billion dollars each year or by lowering taxes to the degree required to 
increase private expenditures on current output by 1 billion dollars 
each year. 

If the lending were private, and if the American bondholders spent 
the interest received from abroad on the same output that would have 
been exported had the interest payments not been made, it is clear that 
the transfer of interest would be without deflationary consequences. 
Employment not only would remain at the original level, but would 
remain of exactly the same character. Exports would continue to fall, 
but the volume of sales (and thus employment) in the export industries 
would be unaffected, since the decline in sales abroad would be exactly 
ofiset by the increase in sales at home. In this situation, national in- 
come would remain unchanged, and the fraction of national income 
domestically consumed would steadily increase.” 

Under these conditions, there would clearly be nothing to fear from 
the transfer of interest.’* The foreign contribution to American em- 
ployment would gradually disappear, but it would be replaced by an 
equivalent domestic contribution to employment. At the same time, the 
foreign contribution to American income (in the form of interest pay- 
ments, made possible by a gradual fall in American exports) would 
steadily increase, with the happy result that full employment in the 
United States would be accompanied by a gradual increase in real in- 
come per capita. 

Unfortunately, this prospect is not the most probable outcome of the 
situation we have assumed. There is more than a presumption that 
dollars in the hands of American interest recipients would be spent on 
American output at a lower time-rate than would dollars in the hands 
of foreigners. If this is in fact the actual state of affairs, it is clear that 

* To maintain a given level of national income in this situation, it is not, of course, necessary 
‘hat the interest income from abroad be spent on the same output that would otherwise have 
a pte fficient merely that the income be spent on domestic output at the same 

* That is to say, there would be nothing to fear until the annual outflow of dollars was 


adequate to take care of the annual sums due as interest. Under present assumptions, this 
would be reached in thirty years. 
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the effect on the American economy of receiving a steadily mounting 
flow of interest from abroad would be progressively deflationary. 


VII 


It would seem apparent that while a large annual volume of foreign 
investment may be an effective means of achieving full employment, jt 
is hardly a feasible method of maintaining this objective. As we hay 
seen, to maintain a given export surplus by means of loans requires 
even under conservative terms of interest and amortization, a rapidly 
rising level of gross lending; otherwise, the foreign contribution ty 
domestic employment soon disappears. The conclusion is substantially 
the same where the export surplus is achieved by direct foreign invest. 
ment.’ In fact, to the degree that direct investments are characterized 
by high rates of return, they are clearly less effective in promoting 
domestic employment than foreign loans of the type now generally 
contemplated. If employment is the primary objective in encouraging 
foreign investment, then it is clear that loans at very low rates of inter. 
est and with very long maturities will serve the purpose best. 

From the standpoint of employment, however, the pattern of Amer 
can foreign lending during the next few years will almost certainly be 
of a perverse character. Such lending is likely to be conducted on a very 
large scale during a period when unemployment is not the primary 
economic problem. By the time reconversion has been completed and 
pent-up demand largely satiated, the backflow of interest and amortiza- 
tion may be so great as to wipe out any export surplus of current out: 
put. That is to say, foreign lending will in all likelihood be heavy at a 
time when it is not needed to maintain high employment, and is likely 
to be largely or completely ineffective for this purpose by the time the 
problem of underemployment tends to reappear. Foreign lending, in 
fact, is likely to decline substantially at just this point, and may be 
well below the level of interest and amortization receipts. 

This of course does not mean that an extensive program of America 
foreign investment is inadvisable. Currently, a strong case is being 
made for such a program as a means of world reconstruction and ce- 
velopment, and the arguments will inevitably interest those whose 
concern for human welfare extends beyond national borders.’* In an) 
event, the traditional case for international investment has never beet 


17 Except, of course, where the profits are not transferred. 

1* For a temperate and well-balanced discussion of the broader aspects of a rational foreig™- 
investment program, see Walter R. Gardner, “The Future International Position of the Unites 
States as Affected by the Fund and Bank,” American Economic Review, Papers and Proceet- 
ings of the Fifty-seventh Annual Meeting, May, 1945. The subject is also thoughtfully i+ 
cussed by Norman S. Buchananin J nternational Investment and Domestic Welfare (Henry Ho" 
and Company, 1945) and by Howard S. Ellis in Postwar Economic Problems (edited by ey 
mour E. Harris) (McGraw-Hill Book Co., Inc., 1943). 
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stated in terms of employment but in terms of income. The economic 
justification for foreign investment is fundamentally the same as for 
domestic investment; both are methods of increasing the real income 
which can be obtained from a given expenditure of human effort. Under 
rational conditions, the increase in real income issuing from international 
investment accrues not only to the country in which the investment is 
made but to the country which makes the investment. But the only 
way in which real income can be transferred is by a process which re- 
duces the foreign contribution to employment. Since this is so, and 
since in principle the employment problem can always be solved on the 
domestic level, it would seem the better part of wisdom not to seek a 
solution via the foreign balance. Such solutions are simply methods of 
creating employment by making it necessary to do more work to achieve 
a given standard of living. 
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THE DOMESTIC EFFECTS OF FOREIGN INVESTMENT 


sy Har B. Lary 
United States Department of Commerce 


Introduction 


The position of the United States as the principal source of inter. 
national capital to meet the reconstruction and development programs 
of foreign countries raises several questions as to the probable effects oj 
foreign investment on the domestic economy, both in the near future 
and in the long run. The most pertinent questions regarding thes 
effects are the following: 

1. Would a large volume of foreign investment increase inflationary 
pressures to the danger point during the reconversion period? | 

2. Thereafter and for such time as foreign investment may continue 
in substantial volume, would it make a desirable and significant con. 
tribution to full employment? 

3. In the longer run will the United States be able to adapt itself toa 
mature creditor status more successfully than in the past? 

These questions cannot have real meaning unless they are considered 
in quantitative terms. Their significance and the answers to them must 
vary, depending on whether the assumed rate of foreign investment is in 
the order of, say, 1 billion dollars per year or five or ten times that much 
Without attempting either to predict what the future volume of United 
States investment abroad will be or to propose what it ought to be, | 
shall consider the problem in relation to an assumed gross outflow of 
American capital aggregating 50 billion dollars over the next twenty 
years. This volume of investment would not proceed at an even, annua! 
rate but would be concentrated in the early part of the period—2 
billion dollars in the first five years and the remaining 30 billions spread 
at a gradually declining rate, over the following fifteen years. There- 
after we may assume that investment levels off to a regular annual flow 
of 1 billion. 

This volume of investment, plus existing investments and minus 
future amortization under assumptions to be given later, would bring 
the outstanding amount of United States investments in foreign coun 
tries to a peak of about 47 billion dollars at the end of 1963. Under 
these assumptions, United States investments abroad would rise some- 
what above the maximum aggregate amounts of claims by all creditor 
countries on debtor countries in the past, which totaled about 40 billions 
in 1914" and may have reached a slightly higher magnitude during th 
interwar period. It must be remembered, however, that world pr- 
ductive capacity is now very much larger than it was in 1914 or in 192° 


1 Cf. Arthur R. Upgren, “International Capital Financing,” in Economic Reconstructo 
(edited by Seymour E. Harris), p. 354. 
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and there is little basis to doubt that 1965 will see a further marked 
advance, especially if international investment capital continues to aid 


the expansion of undeveloped areas.? Whether or not the future vol- 
of international trade, particularly United States imports, will 


rise sufficiently to support service on such a level of investments is a 


re pertinent issue, which will be considered later in connection 
h the repayment problem. 
[he volume of future foreign investment assumed herein may well be 


far larger than the total which will actually be made over the next 


ntv years. Certainly no such volume of new investments will come 
being unless the international political situation is favorable. 

[he assumed total is also much larger than is in sight under present 

thorizations for loans through national or international agencies to- 


gether with some allowance for investments through private channels. 


‘ principal sources or instruments of foreign investment are: (1) 
ease funds available for financing ‘‘pipe-line’’ lend-lease, (2) the 
ort-Import Bank, and (3) the International Bank for Reconstruc- 
n and Development. These sources add up to about 13 billion dollars, 
iding credits already arranged in the last quarter of 1945. In addi- 
there is the proposed extraordinary loan of 3,750 million dollars® 
the United Kingdom. Other loans and direct investments should bring 
e total to the 20 billion dollars assumed herein for the first five post- 


war years. Additional authorizations, however, would be necessary for 


tinued lending in substantial volume thereafter. 
For purposes of the present discussion it will be assumed that neither 
tical conditions nor the availability of funds will be limiting factors 
reign investment up to a 50 billion dollar total over the next 
ty years. 


Foreign Investment and Inflation : 


The question which concerns the next twelve months centers around 


the effects of foreign investment upon domestic prices. This is the period 


ntinuing domestic shortages, particularly in consumers’ and pro- 
rs durables, pending the completion of reconversion and the re- 
ption of a full flow of production. It is also the period of most critical 
eign need, by comparison with which our own shortages are trivial. 
United States has a profound interest in meeting these needs as 
and quickly as possible. First of all, there are the obvious humani- 
in and political aspects of foreign relief and reconstruction. Secondly, 
- is the very practical consideration that the sooner foreign coun- 
ies recover their productive capacities, the less will be the amount of 
iould also be noted that current prices, although at about the same level as in 1929, 
stantially higher than in 1914. 


isive of $650 million representing the net sum due from the United Kingdom to the 
i States in settlement for lend-lease, reciprocal aid, surplus war property, and claims. 


re 

| 
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assistance required through future contributions or loans. Thirdly 
capital assistance now is required if we hope to attain our long-ruy 
commercial policy objectives. It should have become fully apparent tp 
all from the discussion at the Bretton Woods conference and from the 
negotiations on the loan to the United Kingdom that we must not ex. 
pect foreign countries to relax their trade restrictions unless we are pre- 
pared to provide adequate financial backing. Finally, the United States 
must be willing to establish substantial lines of credit at this time tp 
enable foreign countries to prepare their reconstruction programs ané 
their reintegration in the world economy and to place orders for capital 
equipment requiring many months to produce, even though utilization 
of the credits may be spread over the next several years. 

For the last-named reason, the aggregate amount of loans granted 
must substantially exceed the actual outflow of loan funds during the 
current year. In addition to expenditures out of loans, a number of 
foreign countries have considerable holdings of dollar balances and 
gold, part of which will doubtless be drawn upon to finance purchases of 
American goods. A low volume of lending would probably necessitate « 
somewhat higher rate of utilization of these holdings and, in many in- 
stances, the impairment of reserves for future contingencies and the 
strengthening of exchange restrictions abroad. The aggregate utilization 
of loans and of accumulated gold and dollar reserves, together with 
UNRRA shipments required to meet the most pressing foreign needs, 
will probably mean an export surplus of several billion dollars in 1946. 
If imports are placed at about 5 billion dollars, total exports in 1946 wil 
probably be in the general order of magnitude of 10 billions. 

The inflation problem as related to exports of this magnitude can be 
broken down into two parts: (1) Will the direct effects of foreign ex- 
penditures from loans tend to raise prices in areas of continuing short- 
ages? (2) Will the indirect effects—the release of additional purchasing 
power to income recipients in the United States—be inflationary? 

The direct effect of the foreign demand depends upon the supp 
situation of those commodities toward which foreign demand will prix- 
cipally be directed. Surpluses over domestic demand are expected in 
most agricultural goods, including cotton and tobacco, with the excep 
tion of fats and oils and sugar. Surplus capacities can be found for the 
production of unmanufactured and semimanufactured steel, aluminum 
and other light metals, railroad equipment, shipbuilding and marine 
equipment, aircraft and supporting industries, electrical machinery an¢ 
instruments, machine and small tools, heavy chemicals, medicinal 
and many other products for which productive capacities were expanded 
during the war. Labor is not expected to constitute a bottleneck = 
view of the cutbacks in the war industries and the demobilization © 
the armed forces. Commodities for which the productive capacity may 
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e too small to meet the domestic demand include, in addition to most 
jurable consumers goods and building material, such items as broad- 
woven cotton. goods, agricultural machinery, and some other special 
achines. The foreign demand for most durable consumers goods will 
obably be held down by foreign import controls. Some of the other 
sail goods, particularly agricultural and textile machines and lumber, 
should be allocated officially or privately between domestic purchasers 
and foreign countries in order to meet the most urgent reconstruction 
needs abroad and at the same time prevent unnecessary limitations of 
the supplies for our own use. 
As far as producers’ equipment, manufactured and semimanufactured 
rable goods, chemicals, pharmaceuticals, synthetic rubber, and many 
ther products required abroad are concerned, foreign demand, even 
‘it would exceed the available surplus supply or surplus capacity, 
would oo cause prices to rise but would be reflected in delayed de- 
es he most sensitive spot for inflationary impacts of foreign 
purchases seems to be in foods. Because of unusually poor harvests in 
Burot pe ~ North Africa, Australia, and Argentina, foodstuffs production 
in these countries during 1945 was less than the year before. The deficit 
ntries have to rely, therefore, to a much greater extent than last 
vear upon imports from the United States and Canada. It is quite con- 
eivable that foreign demand, including purchases by UNRRA and 
provisions for the occupied enemy countries, will closely approach or 
n exceed surpluses of many foodstuffs, including grains, meat, dairy 
products, dried legumes, fats and oils, and sugar; although in general 
the pressure of demand for food on available supplies will be less than 
t was during the war, when military requirements were high. 
Price rises of foodstuffs would immediately lead to further demands 
r higher wages and would thus spread throughout the economy. To 
meet such inflationary pressures, it may be necessary to continue allo- 
ations through the Combined Food Board and to continue effective 
ice controls. After the summer of 1946, if better harvests are obtained 
in Europe, some of these controls could be relaxed. It seems to be 
neither desirable nor possible to reduce inflationary pressures on food 
rmces by curtailing foreign loans, in view of our contributions to 
RRA and the dollar funds and gold reserves held by foreign coun- 
n all probability, the curtailment of loans would only reduce the 
‘emand for those goods for which we have excess capacities or which we 
already have in surplus supply. 
e indirect effects of a substantial volume of foreign investments 
‘ombined with financial aid to UNRRA and liquidation of some of the 
mulated foreign dollar funds and gold holdings are hard to appraise. 
price controls are successfully maintained, the additional income 
vould probably not significantly increase the demand for foodstuffs, 
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other perishable goods, or rents. A greater-than-average proportion of 
these incomes would be used for the purchase of semidurable or durable 
goods, if these goods were available. In view of the continued limitation 
of the supplies of such goods, however, funds that would otherwise be 
spent on them are likely to be saved. The multiplier effect of the in- 


comes created in producing the export surplus during 1946 would : 
therefore be smaller than could be expected on the basis of prewar re- vail. 
lationships and smaller than can be anticipated for later years. as te 
On the other hand, if, because of lack of price controls on strategic : b 
commodities such as food or because of higher costs of production, sar 
prices and wages should start to spiral, people would save less and the . 
propensity to consume would increase sharply. In this case domestic prob 
inflationary pressures would become so great that the direct and jin- _ 
direct effects of an export surplus of several billion dollars would be sts 
insignificant. 
One cannot conclude, therefore, that foreign loans would be infla- ese 
tionary in the present setting. If a potentially inflationary situation ee 
exists and if controls are absent or too weak, pressures will come from e oe 
many sides, even if loans to foreign countries are not extended. On the make 
other hand, if adequate controls are maintained, foreign loans will not ae 
add significantly to inflationary pressures during the reconversion hall it 
period. 
Foreign Investment after Reconversion WI 
By the end of 1946 supply shortages will presumably have been over- stimu 
come in most lines important in United States exports, and thereafter invest 
we need be concerned only with the general effects of foreign invest: predic 
ment on the domestic economy. For this purpose I shall have in minds J ©ondit 
gross outflow of American capital in the order of 4 billion dollars an- princi 
nually from 1947 to 1950. The net flow of capital, after deducting develc 
amortization but not interest, would be only slightly less during this MM 2rd | 
early postwar period. debtor 
Such a volume of capital outflow would be small in relation to a gross ginal 
national product approaching 200 billion dollars. Likewise the amount from a 
of employment directly provided by the increased exports made possible so tim 
by foreign investment would be small in relation to the total labor force concen 
of some 60 million persons. Nevertheless, because of its multiplier busine 
and other effects, foreign investment may be of considerable marginal domest 
importance. It is generally estimated that the annual volume of saving: the flo 
associated with a gross national product of 200 billion dollars would be will be 
in the order of 30 billions. Under the present assumptions foreign in 9° ‘ore! 
vestment would absorb about 12 per cent of these savings. The impor gi “"' diff 
tance of this fraction to domestic economic conditions will depend upo ‘Mee 
the size of other offsets to savings. This question is exceedingly difficult BR Pros erit 
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to deal with and would tend to go beyond the scope of the present 
paper. As far as it is posssible to deal with the question quantitatively, 
however, the weight of current opinion clearly appears to be that in- 
yestment activity in general will need to be encouraged and induce- 
ments to invest strengthened if a high employment economy is to pre- 
vail. Opinions differ as to the probable dimensions of the problem and 
as to the effects of alternative approaches to a solution, but there seems 
to be no disagreement concerning the need to stimulate investment once 
the inflationary pressures of the immediate reconversion period are past. 
It is largely for this reason that we find all of the essays dealing with 
problems of international finance in the recent symposium, Fimancing 
American Prosperity, favorably disposed, with varying emphasis, 
toward foreign investment. For instance, Sumner Slichter, although 
more optimistic than some of his fellow contributors concerning the 
future savings-investment relationship, makes allowance for an export 
surplus of 3 billion dollars or more in estimating the total demand for 
goods at high employment levels.* Howard Ellis offers no estimates but 
makes a more positive statement of the case for foreign investment: 


\side from cyclical depressions, the secular development of the foreign trade of the United 
States may well spell the difference between success and failure for our domestic policies. We 
hall in the next few years be working out new functions and a realignment of functions for 
government and private enterprise; during this process, the successful disposition of our flow 
f savings would be facilitated by really substantial foreign investments.® 


While we can be reasonably certain of the general desirability of the 
stimulus to the American economy that would be afforded by foreign 
investment during the several years following reconversion, we cannot 
predict the magnitudes that would be most consistent with domestic 
conditions. Certainly we cannot rely upon foreign investment as the 
principal means of underwriting prosperity if serious shortages should 
develop in home demand, unless we are prepared to proceed without re- 
gard to the prospects for eventual adaptation to changing creditor- 
debtor relationships. Even though foreign investment remains a mar- 
ginal factor in the total picture, however, it would appear desirable, 
from a purely domestic point of view, if the outflow of capital could be 
so timed as to exercise a contra-cyclical influence. This would call for a 
concentration of foreign investment activity in times when domestic 
business activity is low and for a corresponding reduction in times when 
domestic demand is high. Undoubtedly some possibilities of influencing 
the flow of capital in this way exist and should be exploited, but they 
will be limited, especially during the next several years, by the urgency 
oi foreign reconstruction and development programs and by the inher- 
ent difficulty of controlling the timing of direct investments. 


‘Sumner H. Slichter, “Public Policies and Postwar Employment,” in Financing American 
Prosperity (edited by Paul T. Homan and Fritz Machlup), p. 286. 
‘Howard S. Ellis, “Economic Expansion through Competitive Markets,” op. cit., p. 156. 
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Adjustment to Mature Creditor Position 


Probably the most disturbing problem connected with the investment 
of American capital abroad is that of the ultimate adjustment to the 
position of a mature creditor nation with receipts of income and prin. 
cipal in excess of new investment and with the balance on trade and 
service transactions adjusted to accommodate the change in investment 
items. The adjustment question connected with the volume of invest- 
ment assumed in this analysis may be broken down into three parts: 
(1) How large will the adjustment be? (2) What are the prospects that 
the necessary changes in trade and service transactions can be made? 
(3) Will the adjustment involve deflationary influences offsetting the 
expansionary advantages gained in the active investment period? 

To answer the first question it is necessary to make more specific as- 
sumptions as to the interest and repayment terms associated with 5) 
billion dollars of gross capital outflow over the next twenty years. It 
has already been postulated that 20 billion dollars of the investment wil 
be made in the next five years, and that the remaining 30 billions will be 
spread over the following fifteen years, declining gradually from an 
annual rate of 3 billions in 1951 to 1 billion in 1965. Thereafter the | 
billion annual rate would be maintained, although exceeded by amortiza- 
tion receipts from previous investments. The following additional 
assumptions will be made: 

1. One-fifth of the total, or 10 billion dollars, will take the form oi 
direct investments, spread evenly over the twenty-year period in annual 
amounts of 500 millions, and yielding income at the rate of 6 per cent 
per year. Whether or not opportunities will exist for this amount oi 
venture capital will depend on the institutional environment in foreign 
countries, but the results of the computation would not be changed 
significantly if a smaller proportion were asumed for direct investment. 

2. All of the remainder, or 40 billion dollars, will be in the form oi 
thirty-year loans bearing interest at 4 per cent, interest only being pay- 
able in the first five years of each loan, and thereafter interest and amor- 
tization combined being scheduled in equal annual installments suti- 
cient to retire each issue in the remaining twenty-five years of its life 
These terms are probably not unrealistic, whatever may be the aggre 
gate volume of lending. The assumed rate of interest is higher than tha! 
charged by the Export-Import Bank on reconstruction loans to Eur 
pean countries (ranging from 2} to 34 per cent, depending on seria 
maturity dates),® substantially higher than that provided in the pr 
posed loan to the United Kingdom, lower than may be generally & 
pected on private long-term loans, and probably close to the rate th! 


* A rate of 23% is being charged by the Export-Import Bank on loans to finance the ps 
chase of goods that had been requisitioned through the lend-lease mechanism but not co 
tracted for prior to V-J Day. 
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will be charged to borrowers on loans by or through the International 
Bank for Reconstruction and Development. 

These assumptions are all that we need to compute the balance-of- 
payments adjustments required on new investments to the assumed 
total of 50 billion dollars in the next twenty years. But in order to study 
the behavior of all interest and dividend and capital items, let us also 
make allowance for service on existing United States investments 
abroad of an income-producing nature. These now amount to some 
9400 million dollars’ of which slightly less than 7 billions is in the form 
of direct investments and the remainder consists of portfolio securities, 
chiefly the residue of foreign dollar bonds floated in the twenties. For 
the sake of simplicity, it will be assumed that amortization on these 
portfolio securities will be at the annual rate of 160 million dollars until 
they are paid off, and that interest will average 5 per cent on the portion 
outstanding in any year. It is further assumed that direct investments 
will remain intact and will yield income at the rate of 6 per cent per 
annum. 

On the basis of these assumptions, United States investments abroad, 
both new and old, would reach a peak of about 47 billion dollars at the 
end of 1963 and would decline thereafter, at first gradually and then 
rapidly after 1975 as the large postwar loans were fully paid off. Gross 
lebt service receipts, including both income and amortization, would 
increase gradually over the entire period, rising from about 700 million 

lars in 1946 to 3,500 millions in 1965 and further increasing somewhat 
over the next ten years. Thereafter debt service charges would also begin 
to decline rapidly. The balance between new United States capital 
investment, on the one hand, and interest, dividends, and amortization, 
on the other hand, would fall rapidly from a net outflow in the order of 
4,300 million dollars in 1946 to about 1,800 millions in 1950. Beginning 
with 1956 there would be a net inflow gradually rising to 2,400 millions 
by 1965 and to a peak of 3,100 millions in 1975.8 

At this point I should like to emphasize that the magnitude of the 
future readjustment problem is accentuated by the model selected, 
under which the aggregate amount of foreign investment outstanding is 
reduced after 1963. This is manifestly the hardest case to meet, short of 
a sudden termination of all new investment activity. Actually there is 


no reason why the United States should expect to draw down rather than 


he difference between this figure and the one published in Foreign Commerce Weekly of 
January 27, 1945, in which the United States long-term investments abroad were estimated at 
$10,606 million, is due to the following factors: From total direct investments abroad were 
ecucted the value of those located in Germany and Japan and a part of those in other war 
n order to allow for war damages. The other long-term investments have been valued by 
apitalizing present returns at 5%. In this way nonincome-producing investments are, in 

t, omitted from the total. Lend-lease settlement loans are assumed to be included in the 
war investments of $20 billion during the years 1946 to 1950. 


_. he detailed computations corresponding to the stated assumptions are given in the appen- 
table. 
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increase its stock of capital invested in foreign countries any more 
than it expects to draw down its stock of domestic capital. 

The next question is: What are the prospects that other items in the 
United States balance of payments will adjust smoothly to these shifts 
in the balance on capital and investment-service items? This question 
concerns primarily the behavior of United States imports of goods and 
services, for unless these purchases are sufficient, the burden of adjust- 
ment will have to fall on exports or take the form of reduced invest- 
ment returns. 

During the next several years United States import demand will not 
be fully satisfied because of limitations on the productive and export 
capacities of foreign countries. Imports in 1946 will probably be in the 
general order of magnitude of 5 billion dollars as compared with about 
4.100 millions in 1945, most of which came from the Western Heni- 
sphere. Thereafter, under the combined influence of expanding domestic 
business, reconstruction abroad, and the reopening of trade channels, 
imports may be expected to rise further. What they will amount to in an 
early normal postwar year is a moot question. But, in consideration of 
a rise in import prices of some 50 per cent as compared with the 1936-38 
average, a great expansion in domestic business activity and hence in 
import demand, and a more liberal trend in United States commercial 
policy, a 7 billion dollar total would seem to be a reasonable expecta- 
tion for, say, 1950. 

After 1950 the question of adjustment by the United States to a ma- 
ture creditor position will hinge chiefly on the future trend in its im- 
ports. Although the precise amount of imports in any given year is 
uncertain, there can scarcely be much room for doubt as to their long- 
run upward trend in keeping with the growth in domestic production 
and income. If we disregard the thirties when protracted subnormal 
business conditions combined with falling prices and the tariff of 1930 
brought imports to exceptionally low levels, the secular trend in the 
quantity of United States imports up to 1929 represented an annual 
increase of 3.7 per cent compounded, or a doubling about every nine- 
teen years. Even if we make the conservative assumption that the sec- 
ular rate of growth in future imports will be cut to 3 per cent per 
annum, imports would rise by almost 4 billion dollars from 1950 to 

1965 or, say, from 7 billions to about 11 billions. 

Another likely source of increase in dollar payments to foreign coun 
tries is the expenditures of American travelers abroad. We may als0 
include here the expenditures of Americans permanently residing 
abroad, whose numbers are likely to expand as the retirement age 's 
lowered and as the cost of personal services in this country increases 
It is extremely difficult to judge the future potentialities of outlays 0! 
this nature, but I believe that 1,500 million dollars by 1965 would be 4 
conservative estimate. This alone would cover almost half of the gros 
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investment service receipts due the United States in that year under 
present assumptions. 

Without attempting to suggest the course of other invisible items, 
which will probably about cancel out as between receipts and pay- 
ments, it appears reasonable to believe that the shift in net capital and 
investment-service payments associated with the transition to a mature 
creditor position could be readily accommodated out of the prospective sec- 
ular rise in United States imports and travel expenditures over the 
next twenty years. This would mean that merchandise exports, al- 
though perhaps somewhat reduced from their early postwar maximum, 
would not be subject to further downward pressure as a result of read- 
justment requirements but would probably tend to level off at about 
10 billion dollars per year over the period. 

The possibility should not be excluded that, instead of posing difficult 
problems of ultimate adjustment, future returns from investments and 
the import surplus associated with them may stand the United States 
in good stead. For a number of years foreign demand for United States 
exports has seemed, at least superficially, to be much stronger than 
United States demand for foreign goods—so much so that some writers 
have been led to speak of a “chronic shortage of dollars.’’ Certainly this 
lack of balance will be intensified during the next few years until foreign 
productive capacities are restored. But the relationship may be pro- 
foundly altered during the next several decades. As our industry ex- 
pands and as the population becomes increasingly concentrated in 
secondary and tertiary production, United States requirements of im- 
ported goods, particularly primary commodities, will become increas- 
ingly indispensable. The war has demonstrated what vast quantities of 
raw materials are required to feed American industry at full production 
and at the same time has made serious inroads on the country’s natural 
resources. With reference to exports, the position of the United States 
at the moment seems to be one of unchallenged strength, but it would be 
foolish to assume that these advantages will remain so unique as they 
are today. In other words, the natural evolution of United States foreign 
trade may tend toward the development of an import surplus, and we 
may find it greatly to our advantage to be able to finance the excess out 
of the proceeds of investments undertaken during the time of our 
greatest relative strength. In this respect, the evolution of the United 
States during the present century may not be unlike that of the United 
Kingdom during the nineteenth century. 

_ A final question which may be raised regarding the ultimate read- 
justment to a creditor position is whether or not the shift to an excess 
ol receipts from investments will be a deflationary influence on the 
domestic economy. This question merits more detailed analysis than 
can be given here, but I should like to express sharp disagreement with 
the common and undiscriminating treatment of an export surplus as 
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expansionary, an import surplus as deflationary, and a balanced tra& 
as neutral in their effects on employment. Whether a positive or negatiy, 
trade balance has a positive or negative influence on employment de. 
pends entirely on the causal sequences and relationships involved. Fo; 
instance, it is easy to demonstrate both by historical example and by 
theoretical reasoning than an influx of capital into a young, undeveloped 
economy will mean both internal expansion and an induced increase jy 
imports. The rise in imports may be appropriately regarded as a leak. 
age, limiting the rise in money incomes. But to label the import surply 
as deflationary is an unrealistic attempt to segregate parts of an integrd 
process of development. Without the influx of capital, neither the in. 
ternal expansion nor the rise in imports would occur. The import surplus 
is a derived effect and has no independent causal status. 

The interplay of forces in the shift to a creditor status with a cor 
responding excess of imports stands out less clearly, because here yw 
cannot, of course, regard the modest amount of prospective income frox 
foreign investment as sufficient within itself to produce the expansion of 
domestic income required to shift the trade balance. But there is at leas 
no a priori reason to consider that the positive multiplier effects of th 
income receipts from foreign investments will be appreciably less than 
the negative multiplier effects of the sums paid out against the corr. 
sponding imports and hence no reason to suppose that the shift to a net 
credit or position will of itself impose any significant burden on the sece- 
lar growth of the American economy.’ 


Cyclical Disturbances and Creditor-Debtor Relationships 


It will have already become apparent that the validity of the for 
going analysis of the long-run prospects for a successful shift by th 
United States to a mature creditor position depends on the implict 
assumption of a fairly regular secular growth in the domestic econom) 
uninterrupted by severe and protracted cyclical disturbances or pric 
fluctuations. A pronounced depression in the United States would pia 
havoc with the hypothetical figures offered as to the future course 0! 
the principal items in the balance of payments. For example, let us sup 
pose that in 1955, at the end of the first postwar decade, industrial pr 
duction should suddenly decline by 25 per cent, entailing an equal pe 
centage fall in the quantity of imports and producing a drop of 20 pe 
cent in import prices. This would mean a fall of almost 3,200 mili 
dollars in the value of imports from the level assumed herein. Suppo 
further that the depression should lead to a complete suspension of net 
foreign investment activity in place of the outflow of 2,400 millios 
assumed in this analysis for 1955. The total decline in dollars paid o# 
by the United States would thrust an almost intolerable burden of %& 


* The effects of amortization of principal may be, of course, somewhat different from 0* 
of income receipts. In the present model, however, amortization is assumed to be large'y © 
set by continued investment and, in fact, may be exceeded by it. 
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stment on foreign countries obligated to make debt-service payments 


of some 1,700 million dollars to the United States, exclusive of earnings 
on direct investments. 


[This is, in fact, what happened on an even more drastic scale to 


the balance-of-payments and international-investment relationships of 
the United States during the Great Depression. Under the combined 


influence of the fall in business activity and in prices, the imposition of 
he tariff of 1930, and the cessation of new foreign investment, the total 


mn unt b- dollars paid out by the United States to foreign countries 


fel . 7,400 million dollars in 1929 to only 2,400 millions in 1932. At 
the same time foreign countries had contractual debt-service payments 
‘some 900 millions due to the United States each year. Under such 
‘rcumstances it was inevitable that many of these obligations should 
be defaulted. By comparison with the magnitude of these strains, all 
ther explanations of the relatively unsatisfactory outcome of the past 
foreign lending experience of the United States must be of distinctly 
secondary significance. It is for this reason that I have not attempted to 
appraise in detail the results of that experience in analyzing future 
ilities, although it should be emphasized in passing that, despite 
strains described, these financial results were by no means as dis- 
astrous as commonly supposed.!° 
he most fundamental requirement for the successful outcome of 
renewed foreign investment is clearly that the future economic develop- 
ment of the United States should not again deviate unduly from the 
pward trend made possible by its increasing productive efficiency and 
growing manpower, a problem which extends beyond the scope of this 


Spaper. It is pertinent to the present analysis, however, to explore the 


ities of mitigating the effects on creditor-debtor relationships if 
severe cyclical disturbances should recur. 

Since the ability of foreign borrowers to meet annual debt-service 
payments to the United States hinges to such an important extent on 
conditions in this country, it would be wholly logical to permit the 
waiver or deferment of these payments in the event of a dollar shortage 
induced by economic conditions or policies in the United States. A pro- 
vision of this.» nature in future loan agreements would be desirable, not 


As a creditor, it is np eer to the interest of the United States that sys- 
tematic provision should be made for some flexibility in debt service 
rather than run the risk of outright default. And as an exporter, the 
United States also has an interest that, in times of severe strain, service 
investment should not have primacy over new production and the 


continued flow of merchandise trade. 


ee Foreign Investment Experience of the United States, 1920-1940,” Hearings before the 
Committee on Banking and Currency, House of Representatives, 79th Cong., ist sess.,on H.R.2211 

ul to provide for the participation of the United States in the International Monetary Fund 
and the International Bank for Reconstruction and Development), Vol. I, pp. 299-307. 
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Substantial recognition has already been given to the necessity of 


rendering debt-service requirements more flexible in time of major 
strains. The outstanding example is found in the proposed Anglo. be 
American loan agreement providing that interest payments may lx pre! 
waived under stipulated conditions, including a finding by the Inter. vor 
national Monetary Fund that the United Kingdom’s receipts from ey. and 
ports and from net current transactions have yielded, on the averag inv 
of the preceding five years or the elapsed portion thereof after 1950, less dur 
than the sum required to purchase, with appropriate adjustments for 4d 
price changes, the average annual amount of British imports during run 
1936-38. A more modest recognition of the principle is contained in the tit 
statutes of the proposed International Bank for Reconstruction and ve 
Development, providing in section 4(c) that: mer 
I. The Bank may, in its discretion, make arrangements with the member concerned tp 7 
accept service payments on the loan in the member’s currency for periods not to exceed three this 
years upon appropriate terms regarding the use of such currency and the maintenance of its Uni 
foreign exchange value; and for the repurchase of such currency on appropriate terms. 
II. The Bank may modify the terms of amortization or extend the life of the loan, or both wou 
Furthermore, there seems to be no reason why similar arrangement; = 
should not be made in loan agreements negotiated by the Export-In- re i 
port Bank, although none of the loans thus far extended by that insti- " ” 
tution contain such provisions. wt 
A major difficulty lies in the devising of a formula that will be sufi- B os 
ciently flexible and yet not open to abuse. One obvious possibility would “ 
be to provide for the waiver or deferment of debt service payments if 5 
the dollar should be declared a “scarce currency” by the International — 
Monetary Fund under Article VII. It may be undesirable, however, to : : | 
weight such already important powers with still further responsibilities a 
If possible, a more objective criterion would be desirable, yet it would ( 
be difficult and inacceptable to the United States to attempt to define Rohe 
at this time, for example, a minimum level for domestic employment or bilit 
production or imports below which provisions for debt-service relie! oie 
could be invoked. Furthermore, it may not be desirable that such liber 
provisions should be related only to a general shortage of dollars. 0s the | 
the one hand, some debtor countries might be well able to continue to nil 
meet debt service even though dollar exchange were generally short. the 
On the other hand, even though dollars were not short throughout the mi 
world generally, individual debtor countries might be adjudged eligible nats 
for temporary relief pending adaptation, for instance, to technological 
developments impairing their export markets. Despite these difficulties, , i 
further careful study should permit the drafting of an acceptable for sate in 
mula or set of principles or procedures for rendering debtor-creditot Py. 
relationships more flexible and hence more durable than they have beet bulk s 
heretofore. 
These suggestions may appear to throw an undue burden on the ! States 


vestor and thereby render the cost of borrowing from private sources 
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of savings prohibitive and tend to limit lending to government agencies. 
This need not be so, except to the extent that the bulk of lending may 
be through, but not necessarily by, official institutions. The guarantee 
premium to be contained in loans extended through or by the Interna- 
tional Bank provides a means both for extending relief to the debtor 
and for continuing interest and amortization payments to the private 
investor. Article IV, Section 5 of the Bank’s statutes provides that 
during the first ten years of its operations it shall levy a charge of 1 to 1} 
per cent on loans outstanding for the purpose of building up a reserve 
fund against losses. The Export-Import Bank is operating de facto on 
much the same basis, since the interest rate charged by that institution 
averages 1 per cent or more above the cost of the funds to the govern- 
ment. 

If, on the basis of the quantitative assumptions previously made in 
this analysis, one-fourth of the annual interest bill payable to the 
United States is assigned to a guarantee fund, the accumulated amount 
would total 1,500 million dollars by 1955 in the absence of losses up to 
that time. This would be sufficient to pay two-thirds of the interest due 
during the following two years, even under the extreme assumption 
that interest were completely defaulted or waived on all outstanding 
issues. By 1965, in the absence of losses, the reserve fund would aggre- 
gate 4,500 million dollars or almost enough to pay interest in full on all 
outstanding obligations for the next four years. 

In reality, therefore, properly devised lending instruments and 
institutions, combining provisions for flexibility in service payments by 
the debtor with reserve funds for the protection of the creditor, should 
create a safer and more durable type of foreign investment than we 
have known in the past." 

Given these features, only two real dangers stand in the way of a 
successful future foreign investment program. One of these is the possi- 
bility of a deep and prolonged depression in the United States such as 
we had in the thirties. The other is the possibility that the present 
liberal trend in United States tariff policy might be reversed and thwart 
the normal growth in imports and the eventual adjustment to a mature 
creditor position.” If, however, we should have to base our decisions on 
the ultraconservative assumption that these problems cannot or may 
not be solved, there is little room for any kind of constructive inter- 
national economic policy. 

_ ‘In a very rough way, we had this sort of thing in the twenties. Calculations of losses on 
reign dollar bonds usually overlook that the high yields at offering prices served to compen- 


sate in considerable part the losses suffered in later years on nominal amounts outstanding. 


* A third potential source of danger, although probably less serious than the other two, 
is that even in the absence of general economic depression prices of the primary goods which 
bulk so large in United States imports might suffer a substantial decline as compared with 
prices of manufactured goods comprising the major part of United States exports. Such a “fav- 
orable’’ shift in the United States terms of trade would be decidedly unfavorable to the United 
States as a creditor nation and to the world at large. 
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POSTWAR CONTROL OF INTERNATIONAL 
CAPITAL MOVEMENTS 


By ArtuHur I. BLOOMFIELD! 
Federal Reserve Bank of New York 


Introduction 


It is now highly respectable doctrine, in academic and banking circles 
alike, that a subsiantial measure of direct control over private capital 
movements, especially of the so-called ‘‘hot money” varieties, will be 
desirable for most countries not only in the years immediately ahead 
but also in the long run as well.” This widely accepted point of view has 
been officially crystallized in the Bretton Woods Fund Agreement, 
which explicitly recognizes the right of each member to control capital 
movements, and may indeed under certain circumstances make such 
controls obligatory as a condition of continuing aid from the Fund. 

Unfettered freedom of individuals to transfer funds across national 
boundaries, while conspicuously violated in actual practice since 1914, 
has long been a hallowed dogma of traditional economic thought, and 
in this respect the present-day enthusiasm among economists for ex- 
change control over capital movements represents a sharp break with 
past orthodoxy.* This doctrinal volte-face reflects a widespread dis- 
illusionment resulting from the destructive behavior of these move- 
ments in the interwar years. Massive, sweeping, and highly capricious 
transfers of short-term funds, blessing neither the countries that gave 
nor the countries that received, constituted a major source of damage 


Th ave benefited from discussions with Dr. E. M. Bernstein and my colleague, Dr. H. C. 
Wallich. Responsibility for the views expressed, however, rests with me alone. 
Cf, , e.g., International Clearing Union (British Information Services, Apr. 8, 1943), p. 17: 
There is no country which can, in future, safely allow the flight of funds for political reasons 
r to evade taxation or in anticipation of the owner turning refugee. Equally, there is no coun- 
ry y which can safely receive fugitive funds, which constitute an unwanted import of capital, 
cannot safely be used for fixed investment. For these reasons it is widely held that control 
-apital movements, both inward and outward, should be a permanent feature of the postw - 
system.” Cf. also Hal B. Lary and Associates, The United States in the W orld Economy (U.S 
Department of Commerce, 1943), p. vi: “Unless brought under control in the future, capital 
movements of this nature might readily nullify other efforts to obtain greater stability in 
international transactions and would decrease the amount of dollars available to foreigners 
fo r purchases of American goods and services.’’ The League of Nations has likewise acknowl- 
ged the need for direct control of undesirable postwar capital movements, although with 
some misgivings. Cf. The Transition from War to Peace Economy (1943), p. 88; International 
Ci urrency Experience (1944), pp. 187-189, 220-222; and Economic Stability in the Postwar W orld 
, pp. 247-249. Cf. also Joan Robinson, “The United States in the World Economy,” 
conomic Journal, LIV (1944), pp. 435-436: “Tt is clear enough in principle that private owners 
alth have no right to the liberty to move funds around the world according to their pri- 
te convenience, and it is clear that, in the uneasy conditions of modern times, no conceivable 
1ational currency system can survive for long if that liberty is granted.” 
s Lord Keynes aptly pointed out before the House of Lords on May 23, 1944: “What 
1 to be a heresy is now regarded as orthodox.” The same comment is applicable, a fortiori, 
he common belief that exchange control over current account transactions may even be de- 
sira ble for some countries in specific circumstances in the long run. This point of view, for 
example, is explicit in the Bretton Woods Fund Agreement. 
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to the international monetary system, and attempts to restrict these 
transfers by measures short of exchange control in most cases proved 
singularly ineffective. Long-term foreign investment was also subject 
to erratic fluctuations and other abuses, which similarly suggest the 
need for controls in the future—not so much, however, from the view- 
point of restricting the volume of such investment (indeed the opposite 
is in this case generally desired) as of smoothing out its flow and raising 
its underlying ‘“‘quality.”’ Despite the broad concensus of these matters, 
however, there has as yet been little analysis of the types of controls 
that will be needed, their manner of application, or their implications. 
Some of the issues involved will be examined in the present article. 

In its broadest sense, and in the inclusive form in which the term wil] 
be used here, control of international capital movements may be said to 
embrace all official measures, direct or indirect and national or inter- 
national, specifically designed to influence the volume, direction, char- 
acter, or timing of short- and long-term capital transfers. So defined, 
control measures may range from mere discount rate policy to thor- 
oughgoing exchange control, and, as such, have obviously been al- 
ways practiced to some degree. Control may be exercised for economic 
or political reasons or both and, from the viewpoint of any one country, 
may be designed to restrict or stimulate an outflow or an inflow of 
capital. All these categories of control measures were in evidence during 
the interwar period, but attention here will be directed only to those 
likely to be most necessary in the future. 


Characteristics and Control of Interwar Capital Movements 

As necessary background to our analysis of postwar control of 
capital movements, attention must first be briefly directed to some 
interwar characteristics of these movements and to the nature and 
effectiveness of the measures adopted to control them. A rough distinc- 
tion will be made between short-term capital movements; trade in out- 
standing securities;* and long-term capital movements. 

Short-term capital movements during the interwar period differed 
sharply from their pre-1914 counterparts in that they were much larger, 
more volatile, and predominantly disequilibrating rather than equili- 
brating in character.’ Massive volumes of short-term funds, to the de- 


‘ While generally classified as “long-term capital movements,” this category is discussed 
separately here because it also bears a certain affinity to “short-term capital movements” as 
well. Trade in outstanding securities originally floated by one country in another, however, 's 
included in our third category. 

5 The terminology “equilibrating” and “disequilibrating” capital movements used througb- 
out this article is similar to that employed in International Currency Experience, pp. 72-73 0 
These terms shall refer, respectively, to movements from countries with balance of payments 
surpluses to countries with balance of payments deficits, and vice versa. While subject to sev 
eral obvious logical shortcomings, this definition is sufficiently satisfactory and clear for our 
purpose. The definition, it might be noted, is applicable to “long-term” as well as “short-term 
capital movements. 
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cree that they were not officially restricted, moved erratically from 
country to country at signs of currency weakness or political instability, 
causing disturbance and often damage to capital-losing and capital- 
receiving countries alike. Movements of this sort proved intractable to 
traditionally effective discount rate policy (indeed, they commonly 
reacted perversely), occurred on a scale and with a suddenness often 
virtually impossible or undesirable to offset by trade adjustment through 
deflation or depreciation, and made heavy inroads on the gold and ex- 
-hange reserves of the countries of origin. Capital-receiving countries, 
n the other hand, were subjected to an unwelcome accumulation of 

reign short-term indebtedness liable to precipitate withdrawal and an 
often undesirable addition to banking reserves, without any compensat- 
ing benefits. Above all, these movements were predominantly disequili- 
brating in character, thereby increasing rather than decreasing gold 
jrains. 

Although a potent source of international financial disequilibrium, 
these movements were themselves a product of underlying disequilibria 
and instabilities. They may be conveniently grouped, without any pre- 

nse at logical tidiness or inclusiveness, into (1) movements related to 

mestic political, monetary or social instability (the term “capital 
fight” seems most appropriate here) and (2) movements associated, 
lirectly or indirectly, with unstabilizing exchange speculation. The 
former category included outflows of funds from a country to avoid an 
expected impairment of money principal from actual or anticipated 
wars, social and political upheavals or persecution, banking collapse, 
oppressive taxation, currency disorders, or inflationary price spirals. 
Exchange speculation, on the other hand, led to disequilibrating short- 
term capital transfers in essentially two ways. An anticipated exchange 
rate depreciation induced speculators to transfer funds from the country 
whose currency was under pressure in order to repatriate the funds at a 
profit when the expected depreciation had occurred. When the specula- 
tion took the form of selling the suspect currency forward, however, 
funds were transferred out of the country as cover by banks against 
h their forward purchases of the currency and also to profit (or avoid losses) 
fron m the abnormal forward discount on the suspect currency generally 
edecad by the bear speculation (the so-called ‘‘passive” and “active” 
covered interest arbitrage operations, respectively).® 

[he interwar phenomenon of large-scale unstabilizing exchange 
speculation, and the massive movements of funds to which it directly 
or indirectly gave rise, reflected the prevailing widespread lack of con- 
fidence in established exchange rates. The underlying causes of exchange 


__* These terms are used by P. Einzig, The Theory of Forward Exchange (London, 1937), pp. 
45, 138, 173-174. 
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instability lay not only in poorly-chosen rates, domestic currency up- 
heavals, and in capital flight movements based on political, monetary, 
and social instability, but more particularly in autonomous Konjunktur 
policies, unwillingness to follow the “rules of the game,” and in deliber- 
ate “offsetting” techniques—all of which prevented the mechanism of 
adjustment process from operating with its pre-1914 smoothness,’ 
caused exchange rates to get “‘out of line’”’ more quickly, and necessitated 
frequent exchange rate readjustments. In other cases, exchanges were 
deliberately depreciated as a ‘“‘beggar-my-neighbor’”’ expedient. Specu- 
lators were usually quick to act at the first indications or expectations 
of a depreciation of a “pegged” rate, thereby adding pressure to the 
suspect currency, increasing expectations of a decline, and tending to 
hasten depreciation or to bring about a depreciation which might not 
have otherwise occurred. Similarly, a depreciating currency was often 
deemed a harbinger of continuing declines and provoked speculative 
outflows rather than inflows of funds. 

International trade in outstanding securities in the interwar years 
was not only considerably larger than before 1914 but was also guided 
to a relatively greater degree by speculative considerations of capital 
gains on foreign stock exchanges (as contrasted with investment 
considerations of relative yields), and was frequently related to cap- 
ital flight and speculative movements of short-term funds (the own- 
ers often preferring such securities, especially when the stock mar- 
ket was buoyant, to idle bank balances). Movements of capital 
arising out of these transactions were thus frequently of a disequili- 
brating character, tending further to weaken currencies already under 
pressure (and to subject stock-market prices in the capital-receiving 
countries to actual and potential disturbing effects). Another perversity 
of these movements was their tendency to perpetuate themselves in a 
self-inflammatory way; purchases of outstanding foreign securities, 
by tending to bid up stock prices, attracted further purchases, and 
so on. 

Long-term capital movements in the form of foreign security flota- 
tions were also subject to erratic fluctuations and other abuses. Most 
conspicuous was the drastic decline of long-term foreign lending in 1929- 
30, which played an important part in bringing on the world depression, 
and its virtual cessation during the thirties, which was both a cause and 
an effect of the continuing depression and the widespread defaults 
which occurred. In fact, during the thirties the flow of long-term capital 
through this channel reversed itself, redemptions and repatriations of 


? Disequilibrating short-term capital movements themselves had only a minor primary 
“mechanism” effect, since they were commonly drawn from idle balances or from funds bor- 
rowed from banks in the country of origin and went into idle balances (or stock-market trans- 
actions) in the country of destination. 
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outstanding foreign issues exceeding such new lending as took place.® 
During the twenties the flow of foreign lending, especially American, 
was also subject to large and disturbing year-to-year fluctuations as a 
result of the fluctuating prospects of profitable investment at home. 
As is well-known, moreover, loans were floated in many cases at exor- 
bitantly high rates of interest; some of the lending was reckless and 
excessive in character; loans were predominantly fixed-interest-bearing 
and subject to inflexible repayment schedules; and to a substantial 
degree borrowings were used for purchases of domestic rather than 
foreign goods and services, thereby saddling borrowing countries with 
“avoidable” foreign debts, and, along with other factors, making long- 
term lending less intimately related to international movements of 
goods than before 1914. In the case of Britain, moreover, long-term 
foreign lending during the twenties, by tending to exceed the surplus on 
current account, was a factor contributing to the weakness of sterling. 
Given the magnitude, perverse behavior, and disruptive effects of 
interwar capital movements generally, notably of the short-term variety, 
it is not surprising that a wide variety of measures was adopted, chiefly 
by the capital exporting countries, in an attempt to restrict their vol- 
ume. These measures may be broadly grouped into (1) thoroughgoing 
systems of exchange control involving severe limitations on, or the 
virtual suppression of, the free exchange market and (2) systems of 
control involving no direct restrictions on free exchange dealings, or 
only mild restrictions on such. Faced in the early thirties* with sudden 
withdrawals of foreign credits and a flight of national capital, and fear- 
ful of having their gold and foreign exchange reserves swept away, many 
countries had no satisfactory alternative but to adopt exchange control. 
In countries where gold and foreign exchange reserves were substantial, 
however, and where the pre-1914 belief in the sacredness of free ex- 
change markets still exerted a strong hold, less rigorous and more in- 
direct means of curbing undesirable capital movements within the 
iramework of free exchange markets were attempted, such as official 
manipulation of spot and forward exchange rates, discount rate policy, 
and the like. Measures of this sort, when adopted, proved generally 
unsuccessful, largely because of the magnitude and underlying char- 
acter of these movements; in fact, by strengthening anticipations of 
exchange depreciation or direct controls, they often intensified rather 
than reduced disequilibrating capital outflows. Capital flight transfers 
Were particularly unresponsive to indirect control measures, since their 
essential motivation was to avoid losses; movements of funds related to 
* These repatriations were of an abnormally large character, being induced by the low prices 
h the bonds i in question had fallen as a result of defaults. 
nge restrictions in varying degrees of intensity (but subject in most cases to wide- 


5 asions) also prevailed in most countries during World War I and the currency up- 
heaval s of the early twenties. 
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exchange speculation or to wide discounts or premiums on forward ex. 
change, however, at times proved somewhat more tractable to such 
control. In some cases the authorities attempted to check unwanted 
outflows of funds in a more “‘direct’”” way by mild formal restrictions 
upon specific operations, or by mere informal appeals to the market ty 
refrain from undertaking such (e.g., speculative spot sales of the na. 
tional currency, covered interest arbitrage operations, or purchases of 
securities on foreign stock exchanges); banks were asked to co-operat: 


by refusing loans to their customers when deemed for these purposes fm “SUC: 


and by scrutinizing all requests for foreign exchange so as to reject those J “™* 
not believed connected with genuine “commercial” transactions. In 
nearly all cases indirect controls were unilaterally applied, chiefly by 
the capital-losing countries, and there were only relatively few examples 
of co-operative action.’® In general, however, monetary authorities jn As 
countries which did not adopt exchange control tended more commonly J move: 
to be absorbed with offsetting the effects of these transfers upon ex- && result 
change rates, generally in the passive form of attempting to hold rates % attem 
steady (when not pegged to gold) by freely selling or buying exchange, § rigoro 
and upon domestic money market conditions by neutralization proce- § monet 
dures, than with pursuing policies designed to restrict their volume. § types 
Controls and supervision were also exercised in the chief long-term § The fi 
lending countries over the flotation of foreign securities on their domestic J disequ 
markets. During most of the interwar period Britain maintained a & fight, 
general embargo, except with Treasury permission, on all foreign flota- by dir 
tions or specific categories thereof, and this embargo, which was based @ trans/ 
solely on informal “requests’’ to the market, was applied with differing intern: 
degrees of severity and inclusiveness over the period. Its primary pur- i which 
poses were to protect sterling against sudden and dislocating strains MM ity.” ” 
and to enable more effective control of the domestic long-term rate of Hi which 
interest. A similar general embargo on foreign issues, although statutory Litt] 
in character, primarily motivated by political considerations, and vigor @ years. 
ously applied, prevailed during the interwar period in France, where MM not on 
opposition to foreign lending was strong. Control in the United States, in the 
10 In some instances credits were extended by the monetary authorities of one country © Woods 
those of another at times of heavy pressure on the latter’s currency, and these may have oite: MM Current 
indirectly checked the movement of capital by reducing anticipations of an exchange & disposa 
preciation. On the other hand, the effects were frequently perverse by underscoring the weat- gp 
ness of the capital-losing country’s position and the scarcity of its pre-existing reserves. (Inter- obtaine 
stabilization fund co-operation under the Tripartite Agreement of 1936, however, provié mendot 
for no genuine mutual currency support.) On several occasions monetary authorities co-op i 
ated to help other countries whose currencies were under attack by imposing restrictions ® deferre 
speculation by their nationals agent those currencies. In 1927 the Federal Reserve Syste" MM 00), ntri 
reduced its discount rates in order to assist capital-losing countries, but, by stimulating the 
stock market, this action had a perverse effect. Another illustration of co-operation was the MB OVersea 
practice of some central banks during the twenties of refraining from withdrawing their bal dom of 
ances from countries whose currencies were under pressure; e.g., the delay on the part 0! Uf ' 
Bank of France in liquidating its foreign exchange holdings before 1932. The special case “Change 


mutual provision of information regarding foreign balances will be discussed below. 
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however, was far milder. A relatively few specific foreign issues were 
embargoed during the twenties, chiefly for noneconomic reasons, under 
the State Department ruling of 1922; a general embargo was placed 
under the Johnson Act in 1934 upon new private loans to foreign govern- 
ments which had defaulted on their war debts to the United States; and 
an attempt was made under the Securities Acts of 1933 and 1934 to 
check “unsound”’ foreign lending indirectly by specifying that detailed 
information had first to be furnished concerning each prospective foreign 
issue. Nothing was done, however, to prevent sharp fluctuations in 
American foreign lending, least of all the drastic decline in 1928-29, nor 
to stimulate such lending during the thirties. 


Postwar Control of Capital Movements 


As a result of the characteristically disturbing behavior of capital 


nly #| movements in the interwar years and of the generally unsatisfactory 
ex- Mm results of attempts to control them by indirect methods (where such 
tes HB attempts were made), it is now widely agreed that more active and 
ge, # rigorous measures of control will have to be adopted if the international 
ce- J monetary system is to function efficiently in the future. Two leading 
me. Mm types of control problems should, however, be sharply distinguished. 
m (™ The first problem, which will be our primary concern here, is to harness 
stic # cisequilibrating private capital transfers, chiefly associated with capital 
i a @ flight, speculative attacks and international stock market speculation, 
ota- MH by direct restrictions (while giving free scope to equilibrating private 
sed @ transfers). The second problem is to raise the volume of long-term 


international investment, reduce the erratic and perverse fluctuations 
which characterized it in the past, and to improve its underlying “‘qual- 
ity.” The Bretton Woods Agreements provide a framework within 
which both of these problems may be tackled and analyzed. 

Little need be said about the problem of control in the early postwar 
years. Most countries are likely to be forced by the pressure of events 
not only to maintain restrictive controls over capital exports but also, 
in the absence of special assistance, to take advantage of the Bretton 
Woods transitional arrangements to continue exchange controls over 
cites MR Current account transactions as well. With limited reserves of freely 
disposable gold and foreign exchange (including such aid as might be 
obtained through the International Fund and Bank) relative to tre- 


a mendous import requirements for reconstruction and for satisfying long- 
sn deferred civilian needs, and unable for some time to export freely, most 
te countries will not be in a position to permit the luxury of “‘unessential” 
a overseas expenditures on current account, least of all unrestricted free- 
ofthe dom of private capital exports. It may be presumed, however, that ex- 
ase ot 


change controls over current account transactions will be gradually 
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relaxed; indeed within five years after the Fund commences operation; huge 
they must, in general, be removed altogether." aces 
Rigid restrictions over outward capital movements will be especially Hj nde 
necessary for most countries during this period. Disturbing political BB time 
social, and economic instability over a large part of the world—the HR ou 
inevitable aftermath of the war—would, in the absence of adequate con. purc 
trols, provoke sweeping flights of capital from European and other coup. Fc 
tries to places of refuge, notably the United States. The currently pont 
widespread existence of exchange rates deemed to be substantially invo. 
“overvalued” vis-a-vis the dollar, moreover, and the strong likelihood HB -hiei 
of their depreciation would also tend to subject the suspect currencies J jng « 
to heavy speculative attacks and lead to massive outflows of short- of pe 
term funds. Even if the exchange rates concerned are depreciated sub- cited 
stantially to more “appropriate” levels before agreed upon with the HB as a 
Fund as the initial par values of their currencies, there is every possibil- HB area 
ity for some time thereafter of large and frequent rate readjustments i ernm 
within the Fund framework in view of differing rates of internal price J oper: 
movements, reconstruction and reconversion, and of the natural difi- HP move 
culties of hitting, ad hoc, on an initial “equilibrium” pattern of exchange J also | 
rates. If there were no rigid controls, then, many currencies would # will t 
become a favored playball of speculators, with disruptive external and J surpl 
internal effects. The possibility of sweeping movements of short-term #% with 
funds from these causes would be greatly enhanced by the highly Mand / 
expanded supply of money and liquid assets in the hands of the public MH havir 
in most countries as a result of wartime inflationary finance, financial % ship j 
depradations by enemy nations, or balance of payments surpluses. Thes 9 Joans 
inflammatory factors make it all the more necessary for most countries HM kets | 
to continue restrictions upon exports of capital by nationals and with. floate 
drawals of existing foreign-held balances, unless perhaps directly tied Hi more: 
to exports of goods or services. For Great Britain, by far the largest HM foreig 
short-term foreign debtor, it will be necessary to repay the bulk of its Hi equili 
external liabilities only over a rather lengthy period of time, with th Hi memt 
initial repayments generally not to commence for several years."* Thes HM ances 
considerations do not, of course, apply to the United States. It has been i count 
officially reported that by June 30, 1946, our Foreign Funds Contr! forme 
will have been largely wound up and virtually unrestricted freedom 0 Lon 
outward capital movements, both foreign and domestic, restored. With I terest 
11 In the case of Great Britain, however, exchange control over current account transactioss 3 Son 
must, in general, be removed within one year from the effective date of Anglo-American Fina assured 
cial Agreement. powers, 
12 According to the Anglo-American Financial Agreement Britain is committed to makt tions to 
agreements with its individual creditors for an early settlement of these liabilities. Under thes their ma 
settlements a (presumably very small) fraction of the foreign sterling balances is to be paid ot “It w 
at once, part “adjusted” (i.e., canceled), and the remainder paid off over a period of years surplus ; 
beginning in 1951. Py 
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ons MM huge gold reserves and a strong active balance of payments on current 

account, this country could look with complete equanimity upon (and 
ily HH indeed welcome) any large and sustained outflow of funds for some 
cal, HP time. In any case, any “outflow” of foreign funds in our market which 
the Hi would occur over the next few years would primarily reflect foreign 
on purchases with these funds of American goods and services. 


un- For some time to come, in fact, capital movements will be predomi- 
tly HP nantly equilibrating rather than disequilibrating in character, and will 
ally H involve monetary authorities, either national or international, as their 
ood HH chief principals. Capital transfers will arise primarily from (1) the draw- 
cies HB ing down by monetary authorities of foreign balances to meet balance 


ort- BP of payments deficits with the countries concerned (e.g., the case just 
ub- cited); (2) accumulations of foreign balances by monetary authorities 
the HM as a result of specific balance of payments surpluses (e.g., by sterling 
bil- #® area countries vis-A-vis Britain); (3) long-term foreign lending by gov- 
nts ernments and by (or through) the International Bank; and (4) the 
rice MP operations of the International Fund. The first two categories of capital 
ifi- J movements, obviously, will be equilibrating in character. The third will 
nge # also be predominantly of this sort, inasmuch as long-term foreign loans 
uld @ will tend to be made only by (a few) countries with balance of payments 
and #™ surpluses (and whose markets are organized for such loans) to countries 
om @% with deficits. Countries with deficits in their balances of payments 
hly #® and/or small external reserves are, in fact, specifically protected against 
blic > having to make any long-term foreign loans as a result of their member- 
cial # ship in the Bank by their power to veto the Bank’s right to make direct 


es # loans out of their initial currency contributions, to borrow in their mar- 
ries kets for direct lending purposes, or to guarantee private foreign loans 
ith @® floated therein."® Close control of the new issue market in such countries, 
tied MM moreover, will likewise make it possible to block any other undesired 
gest MM foreign loans. The mechanical operations of the Fund will also involve 


‘iS @® equilibrating capital movements. When selling a specific currency to a 
the Zi member to finance a specific deficit, the Fund will draw down its bal- 
ies MM ances in the “surplus” country and build up its balances in the “deficit” 
eel ME country; i.e., there will be an equilibrating capital transfer from the 
trol former to the latter." 
n ol Long-Run Control of Disequilibrating Capital Movements. Of more in- 
Vith MM terest is the problem of controlling capital movements in the longer 
tions Some members might perhaps be willing to permit long-term foreign loans if they were 
ina: assured that virtually all the proceeds would be spent on domestic goods. Under the veto 
powers, members could effect this as far as loans made out of their original currency contribu- 
make tons to the Bank were concerned, but not with respect to Bank loans from funds borrowed in 
these their markets or private loans guaranteed by the Bank and floated therein. 
id off “It will be noted that the terms “surplus” and “deficit” refer here to the specific, bilateral 
years surplus and deficit between the two countries concerned, and not to their global balance of 
payments positions. The expression “‘equilibrating capital transfer” is thus used here, and in 
!) and (2) above, in a somewhat narrower sense than elsewhere in the article. 
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run, when the abnormal conditions prevailing in the early postwar years 
need no longer exist. In this connection the major problem will be to 
prevent a recurrence of the massive disequilibrating capital movements 
so common in the interwar period. Far from yielding tangible benefits, 
these movements left nothing but disturbance and damage in their 
wake, and appear in retrospect to have been a luxury which few coun. 
tries can afford in the future. 

The most desirable and common-sense way of preventing such moye- 
ments would, of course, be to remove their underlying causes, notably 
political, monetary, and social upheavals, and the factors making for 
exchange instability. For example, the international economic and po- 
litical organizations now in existence or contemplated, if coupled, inter 
alia, with co-ordinated antidepression policies, appropriately chosen 
levels of exchange rates, and liberalization of commercial policies, would 
go a long way towards removing these underlying causes and thereby 
reducing the inducement to disequilibrating capital transfers. Alterna- 
tively, if all countries were equipped with very large external reserves 
or were prepared freely to hold balances in other countries, disequili- 
brating capital movements could perhaps be permitted with relative 
equanimity, merely their internal effects being offset by appropriate 
neutralization policies; under such conditions, in fact, the possibility 
of such movements, at least so far as they were related to anticipated 
exchange rate adjustments, would be reduced. 

In the absence of such favorable conditions, most countries will have 
to restrict these movements deliberately by specific control measures. 
Interwar experience demonstrated that indirect methods of control were 
generally inadequate to the magnitude of the task; indeed, they com- 
monly aggravated rather than alleviated the problem by underscoring 
the weakness of the currencies involved. While capital movements as- 
sociated directly or indirectly with exchange speculation were at times 
susceptible to indirect controls, capital flight movements were almost 
wholly intractable to such. In any case, the possibility of checking ex- 
change speculation by wide, officially-manipulated fluctuations in er- 
change rates—perhaps the most promising indirect method of contro 
over such speculation’*—would seem to be out of the question under 

18 While the Bretton Woods organizations might contribute to a diminution in the induce 
ment to disequilibrating capital movements, as far as these are related to anticipated exchange 
rate adjustments, by establishing an international code of rules for such adjustments, provic- 
ing for an orderly pattern of international monetary organization and for aid to countries facet 
with balance of payments deficits, and by laying the basis for a large volume of planned pro- 
ductive foreign investment, they can do little or nothing, per se, to stem capital flight move 
ments based on political instability, social disorders, or domestic currency upheavals. Even thet 
beneficial effect in the former connection, moreover, might be offset (in the absence of contr: 
over short-term capital movements) if the Fund is generous in sanctioning exchange rate # 
justments by liberally interpreting the term “fundamental disequilibrium.” 


16 Professor Graham has argued, for example (“Achilles’ Heels in Monetary Standards,” 
American Economic Review, Mar., 1940, pp. 16-32) that monetary authorities, instead 
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“ars the Fund Agreement.” It would appear, then, on the assumption that 
2 to disequilibrating capital transfers will tend to occur on a large scale in 
nts the future as in the past, that the only practicable solution, where gold 


hits, and exchange reserves are not large, is the imposition of direct controls. 
heir Even capital-receiving countries may find it desirable at times, if only 
un- to co-operate with the capital-losing countries, to impose direct restric- 
tions upon the inflow of capital. That direct measures may be necessary 
“4 and even desirable in the long run (as well as in the transitional period) 
bly is explicitly recognized in the Fund Agreement, which specifies that 
lor “members may exercise such controls as are necessary to regulate inter- 
” national capital movements.”’ This clause explicitly sanctions controls 
ler which are likely in any case to be widely prevalent. 
_ Indeed, the whole philosophy of the Bretton Woods Agreements is 
uld TH cenerally opposed to disequilibrating capital movements, and a state of 
eby aflairs is envisaged in which such movements will in fact be closely con- 
wa trolled by most countries.’* Before discussing the nature and implica- 
aves tions of these controls, then, it is necessary to examine the relevant 
ull: provisions in the Fund Agreement. Among other things, it is specified 
tive that a member may not make net use of the Fund’s resources to meet 
aate a large or sustained outflow of capital,!® and the Fund may request a 
lity member (as a condition of obtaining aid from the Fund) to exercise 
med controls to prevent such use of its resources.”° As long as the net outflow 
lave attempting passively to hold exchange rates fixed in the face oi speculative pressure, should 
nes have instead permitted and induced appreciable upward and downward fluctuations within 


fairly wide limits with the deliberate intention of injecting a lively element of doubt in the 
vere Je minds of speculators and of occasionally “‘punishing” them by bear squeezes. While a skilfully- 
. managed policy of this sort might have enabled the frequent outwitting and trapping of specu- 
om lators and thereby reduced their willingness to ply their trade, it could also be reasonably 
ring argued that substantial and presumably frequent exchange rate adjustments might instead 
ah have intensified speculative activity and the associated movement of funds. Unless the authori- 
3 as: ties were equipped with very large resources, moreover, such a policy might at times have 
mes caused the situation to get completely out of hand in view of the self-generating tendency of 
a exchange speculation in the face of fluctuating exchange rates. Above all, such fluctuations 
nost would have had disturbing effects upon foreign trade and domestic activity. 
r el: '’ The Fund Agreement provides that the maximum and minimum rates for spot exchange 
transactions shall not differ from parity, by more than 1%, and, in the case of other (presum- 
| oF ably forward) exchange transactions, by a margin which exceeds the margin for spot transac- 
tro! tions by more than the Fund considers “reasonable.”’ The officia! buying and selling prices of 


ndet gold shall be fixed by the Fund at a margin above and below parity, presumably close to the 
- margin for spot exchange transactions. Finally all exchange rate adjustments will be closely 
= circumscribed by the Fund’s regulations and, except for the first 10% adjustment, will be 
saved sanctioned only in case of a “fundamental disequilibrium.” __ 
ad “ This was even more explicit in the White Plan, under which each member was to agree 
faced MO discourage the excessive accumulation of foreign exchange reserves and gold by its na- 
at tionals’’ and “to co-operate effectively with other member countries when such countries, 
st with the approval of the Fund, adopt or continue controls for the purpose of regulating inter- 
their national movements of capital.” 
ontrol * By “capital transactions” the Fund Agreement not only excludes current account trans- 
te at actions (as commonly understood), but also all payments connected with “normal short-term 


banking and credit facilities” and “payments of moderate amount for amortization of loans or 
for depreciation of direct investments.” 

4 of * Likewise, a member cannot use the Fund’s resources, except with the Fund’s permission, 
to acquire a foreign currency to hold against forward exchange transactions. Presumably the 
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is not “‘large’”’ or “sustained,”’ however, nor is related to “transactions 
of reasonable amount required for the expansion of exports or in the 
ordinary course of trade, banking or other business,’™ the Fund will 
not object to the use of its resources to finance such a net outflow. It 
is clear, then, that what the Fund opposes (at least to the extent that 
its resources are involved) are large, disequilibrating transfers; the 
Fund’s resources are properly to be reserved primarily for financing 
international trade in goods and services. Obviously, the Fund would 
not wish to force a country into possible exchange control merely be. 
cause it is a net exporter of only a moderate amount of capital. A men. 
ber may, in fact, freely export capital to an unlimited extent, even if 
the outflow is disequilibrating in character, provided only that its own 
and not the Fund’s resources are drawn upon; i.e., that the outflow is 
financed out of pre-existing reserves held by the member or out of a 
current balance of payments surplus. It might be noted that the Fund’s 
refusal to finance large and sustained capital movements apparently 
applies to official as well as private outflows, and to movements of 
foreign as well as domestic funds from a given member country (pro- 
vided, in general, that the foreign funds have not been “recently”’ ac- 
quired as a result of current transactions with the country concerned 
and that their withdrawal is not required by the owning country to 
make payments elsewhere for current transactions) .” 

The above-mentioned provisions, obviously, do not mean that the 
Fund must scrutinize each request for foreign exchange in order to de- 
termine whether or not such request involves a capital transfer of the 
types prohibited. Indeed, such a task would be both practically and 
conceptually impossible in view of the fact that members will not ap- 
proach the Fund for foreign exchange to finance specific, identifiable 
transactions, but only to meet over-all deficits, compounded of a mul- 
titude of different transactions. What is meant, of course, is that the 


Fund would grant such permission if these transactions were the result of legitimate commer- 
cial operations. It is also specified that the Fund’s resources are not to be used to deal with 
“international indebtedness arising out of the war.” It is not clear, however, whether or not 
this prohibition would apply if the amounts of such indebtedness paid off each year with the 
aid of the Fund’s resources were not “‘large’’ or “‘sustained.”’ 

*t While not defined, such transactions would apparently include acquisition of foreign er- 
change as normal working balances, grant or repayment of short-term jtrade credits, and the 
like. 

# As an exception to the Fund’s general refusal to finance large and sustained net capital 
outflows, however, it is sensibly provided that if the Fund’s holdings of a member’s currency 
have remained below 75% of its quota for an immediately preceding period of at least six 
months (75% generally being the “equilibrium” level which indicates that the member has 
obtained no net aid from the Fund), that member may freely buy foreign currencies from the 
Fund to transfer capital (or for any purpose), but only to the extent that the Fund’s holdings 
of its currency are not raised above the 75% level, or that the holdings of the currency re- 
quired are not reduced below 75% of the quota of the country concerned. In this case, use of 
the Fund’s resources for transferring capital would have the beneficial effect of tending to re 
store the “equilibrium” distribution in the local currency assets of the Fund. 
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Fund will not permit its resources to be used on a large or sustained 
scale if the member concerned is concurrently a net exporter of capital 
on such a scale. Stated in this way, the problem largely resolves itself* 
into one of obtaining regular and reasonably accurate reports from 
individual members regarding matters related to their balance of pay- 
ments positions so as to enable the Fund to ascertain whether or not, 
and the extent to which, its resources are being used, in effect, to finance 
capital transfers. The Fund Agreement provides that members, if re- 
quested by the Fund, must furnish information (on a national basis) 
regarding, among other things, their balance of payments transactions 
(including capital items), international investment position, and hold- 
ings of foreign exchange. The Fund, on the basis of such data and of its 
intimate daily contact with the international exchange market, should 
generally be able to tell without great difficulty, although not with 
exactitude, whether any large or sustained net outflows of capital are 
being financed by the Fund’s resources, and can request the countries 
concerned, as a condition of continuing aid, to restrict these outflows. 
To be sure, a time lag will be involved with respect to information 
derived from reports, but this need not be a major obstacle. For, if the 
net capital transfer were large or sustained, the Fund would be likely 
to know about it almost at once, while, if not, the Fund would probably 
not in any case object. If it were found, however, on the basis of regular 
reports, that in the preceding period the Fund’s resources had, unknown 
to the Fund, been used in this way, the Fund could limit the subsequent 
use of its resources to the countries concerned and could indeed declare 
these countries ineligible in this respect altogether.** 

As already suggested, there is nothing in the Fund plan which makes 
it obligatory for members to restrict outward capital movements as 
long as those movements do not involve large or sustained net drafts 
upon the Fund’s resources. This qualification, however, strengthens the 
likelihood that for some time to come close controls over private capital 
exports in general, except perhaps for countries with strongly active 
balances of payments or large external monetary reserves, will be widely 
practiced. Moreover, although the Fund will not object to financing 


* The following comments admittedly make the problem appear much simpler than it 
really is. There will be many pitfalls and difficulties of interpretation associated with the actual 
administration of these provisions. 

* In the repurchase provisions (V, 7) the Fund also has at hand a mechanism which, at least 
in part and under specific conditions, will make it possible (although the provisions are much 
more broadly conceived) to “undo” capital exports effected by use of the Fund’s resources and 
to “recapture” the currencies involved. While these complicated provisions cannot be analyzed 
here, a single, highly simplified example of their operation may illustrate our point. If, e.g., 
during a given year a country makes net drafts upon the Fund of $100 million, but its mone- 
tary authorities, banks, or private citizens accumulate dollar balances of $100 million, that 
country must, if the specific conditions are met, turn over to the Fund that amount of dollar 
balances in exchange for its local currency sold to the Fund. 
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relatively small or irregular capital exports, countries which are cur. 
rently making (or anticipate making) large net drafts on the Fund ty 
meet deficits on current account (after making allowance for capital 
imports) may even choose to restrict capital exports of this character 
so as to prevent unnecessary utilization of their drawing rights in the 
Fund. Some countries in a relatively strong position which do not need 
to make net use of the Fund’s resources may also desire at times to 
discourage certain categories of private capital exports so as to acquire 
larger external reserves (including drawing rights in the Fund) than 
would otherwise be the case, or to limit drains on existing reserves (if 
their balances of payments are passive). Each country is of course 
perfectly free to be the judge of what type of controls, if any, to impose, 
provided only that these controls are sufficiently effective to prevent 
any large or sustained net drain on the resources of the Fund. 

Countries with large balance of payments deficits and limited external 
reserves, and threatened with heavy outflows of capital, will undoubt- 
edly find it necessary to adopt rather stringent direct controls. A mere 
legal prohibition upon capital exports will not, of course, be sufficient. 
Experience has shown that all balance of payments transactions will 
have to be supervised, all requests for foreign exchange carefully scrutin- 
ized so as to reject those not deemed connected with legitimate trans- 
actions, and a careful record kept (by export licensing, checking of 
export invoices, etc.) of foreign exchange currently accruing to nationals 
so as to make effective its sale to the authorities. Where the urge to 
export capital and to evade the regulations is particularly strong, how- 
ever, and the authorities are anxious to close all loopholes, more rigorous 
measures will also be necessary, including censorship of the mails, search- 
ing of all individuals leaving or entering the country, and very strict 
penalties for transgression. Under such conditions, moreover, an official 
monopoly of all foreign exchange transactions and a suppression of all 
free exchange dealings seem inevitable. Certain unavoidable loopholes 
would still remain, but evasions under such a framework could generally 
be kept to a minimum. 

Many countries in a relatively weak position, however, will not have 
to adopt such stringent measures of exchange control. For one thing 
the Fund does not object to financing moderate amounts of net capital 
exports, and the countries concerned, unless they were unwilling to 
permit amy dissipation of their reserves and their drawing rights in the 
Fund in this way, would not have to try to make their exchange re- 
strictions airtight. In many countries, moreover, the market can be 
depended upon to co-operate to a high degree with the wishes of the 
authorities, with the result that some of the more objectionable control 
measures, such as censorship of the mails, need not be introduced, and 
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© the administration of the regulations might safely be left in the hands 


of licensed banks and dealers. In such cases, in fact, banks may also be 
granted considerable freedom to engage in international short-term 
credit operations, and general licenses may be granted to the market as 
a whole covering certain types of capital transactions, with limits set 
for individual parties. Even export licensing may not be necessary if 
the authorities can reasonably rely upon exporters to turn over the bulk 
of any foreign exchange which they may be acquiring. In countries where 
exporting houses are large and few in number, it is in any case generally 
easy for the authorities to keep a close tab on foreign exchange which 
these houses are acquiring. Countries in a relatively strong position 


» which wish to discourage certain types of private capital exports could, 


of course, adopt very mild restrictions, and might rely merely upon 
hortatory appeals to the market to refrain from such exports and seek 
the purely voluntary co-operation of banks and brokers. In all cases, 
however, countries are likely at least to collect regular statistics regard- 
ing the volume and character of capital transactions through their mar- 
kets (such information may in any case be requested by the Fund) so as 
to be better able to keep close check on international movements of 
funds and to take appropriate remedial action when deemed necessary. 

At any moment, then, there is likely to be, with regard to countries 
practicing controls over outward capital movements, a whole spectrum 
of such controls, ranging from mild indirect measures to thoroughgoing 
systems of exchange restrictions (with the latter tending to be most in 
evidence), and depending upon such factors as the country’s underlying 
balance of payments position, the state of its external reserves, its wil- 
ingness to utilize these reserves to finance capital exports, the strength 
of the inducement to export capital, and the degree of co-operative re- 
sponse likely to be forthcoming to the restrictions imposed. On the 
other hand, no controls need, of course, be in existence in countries with 
strong and persistent active balances of payments and large external 
reserves. Indeed, controls in such cases would be generally detrimental 
to the efficient functioning of the international monetary system, in that 
they would tend to check equilibrating outflows of private capital, es- 
pecially of the long-term varieties (to the degree that such capital would 
have moved to countries with deficits in their balances of payments), 


; and thereby result, ceteris paribus, in greater drains on the reserves of 


these countries than would otherwise prevail. Inasmuch as any given 


; country’s international financial position is likely to change appreciably 


irom time to time, one might theoretically expect controls over outward 
capital movements (or the application of the controls as distinct from 
their machinery) to be alternately tightened, relaxed, removed, or re- 
imposed in individual countries. There is a danger, however, that once 
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a country has imposed restrictions over capital outflows in the face oj 
weakness in its underlying position, it may be reluctant, whether from 
excessive caution, bureaucratic predilection for such restrictions, o; 
sheer inertia, to relax or remove these restrictions when its position has 
appreciably strengthened and their rationale no longer exists. In short, 
controls over outward capital movements originally designed to check 
private disequilibrating outflows may later come to block private equi- 
librating outflows as well. While admittedly this consideration need not 
always be quantitatively important, it would at least appear that the 
Fund should be specifically authorized to request the relaxation or re. 
moval of such controls when the underlying position of the country 
concerned no longer seems to justify them.” The use by members of 
exchange controls over current account transactions is carefully circun- 
scribed in the Fund Agreement; should not some restrictions be sini- 
larly imposed upon the use of exchange control over capital transac- 
tions? 

Although members may freely impose restrictions over capital move- 
ments (which in most cases will necessitate supervision of all balance 
of payments transactions if these restrictions are to be effective), the 
Fund Agreement explicitly provides that, except for the transitional 
period and with regard to a currency declared scarce, a member may 
not “exercise the controls in a manner which will restrict payments for 
current transactions or which will unduly delay transfers of funds in 
settlement of commitments’’; i.e., exchange controls may not be used 
to restrict current account transactions.% This provision raises some 
points of interest. For one thing, it is clear that members, although 
debarred from using exchange control in this way, would still be free 
to accomplish much the same result, should they so desire, by means of 
import licensing (at least to the extent that this practice is not pr- 
scribed under other international agreements). Furthermore, despite the 
fact that the term “current transactions” is specifically defined in the 
Agreement, there will inevitably be many fine borderline cases betweet 
“current” and “capital” transactions which will create delicate dei- 
nitional problems and provide scope for some evasion of the prohibition. 


% Included in the controls that might be made subject to limitations would also be the 
members’ veto rights (granted in the Bank plan) over loans made by or through the Bank 
their currencies. On the other hand, it might be perfectly justifiable for a country with a strong 
over-all external position to restrict private capital outflows, even in the long run, to spect 
countries with which it has passive balances if the currencies of these countries tend to l* 
“scarce,” while freely permitting such outflows elsewhere. Thus, for some time to come, cou? 
tries with over-all active balances are likely, for legitimate reasons, to continue to restrict pr 
vate capital movements to the United States, and may even do so if their balances of payments 
with this country are active as well. 

* Elsewhere in the Agreement it is similarly specified that, with the above-mentioned excep 
tions, “no member shall, without the approval of the Fund, impose restrictions on the making 
of payments and transfers for current international transactions.” 
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Moreover, the temptation to use the controls to restrict current account 
transactions (which will be formally exempt under a general license) 
may often be very strong, if not irresistible. As Professor Viner has 
aptly warned, “the instrument is so powerful, so flexible, so versa- 
tile, that, once introduced, its operators tend to succumb to the itch to 
experiment broadly with its possibilities.’*’ Interwar history has dem- 
onstrated, in fact, that exchange control, originally introduced in most 
cases to stem an outflow of capital, commonly came to be used as an 
instrument of quantitative trade regulation and trade discrimination 
as well, although admittedly other special factors contributed to this 
unhealthy development. The possible danger of considerable abuse of 
exchange control in the absence of adequate policing by the Fund can- 
not, therefore, be overlooked. On the other hand, the fear that foreign 
trade will be unduly hampered by the filling out of forms and the pos- 
sible red tape and frequent delay associated with supervision of all bal- 
auce of payments transactions seems somewhat exaggerated. Wartime 
experience has shown that exchange control can be exercised in most 
countries with considerable smoothness and efficiency in regard to these 
matters. 

The preceding discussion has centered chiefly around the question of 
restrictions over the export of domestic capital, and attention must now 
be directed to the problem of control over outflows and inflows of foreign 
capital. The Fund Agreement imposes certain commitments upon mem- 
bers with regard to the convertibility of foreign balances. With certain 
specified exceptions (e.g., when the member in which the foreign bal- 
ances are lodged is no longer entitled to purchase foreign currencies from 
the Fund, where the balances have been acquired prior to the termi- 
nation of the “transitional arrangements,” or when the currency of the 
member wishing to withdraw the balances is declared scarce), members 
are obligated to permit the conversion of foreign-owned balances to the 
extent that such balances have been recently acquired as a result of 
current transactions, or to the extent that the conversion is necessary to 
make payments for such transactions.”* No obligation is imposed upon 
members to permit the free withdrawal of foreign-held balances which 
do not meet these conditions, nor of foreign long-term capital invested 
in their territories, and countries in a weak balance of payments po- 


in Cf. J. Viner, “Two Plans for International Monetary Stabilization,” Yale Review, Autumn, 
243, p. 103. 

* The relevant clauses are VIII, 4, which lists the various exceptions to this provision but 
which covers only balances held by “members” (as contrasted presumably with balances held 
by their nationals), and the more general VIII, 2. The obligation to convert such balances can 


§ be apparently satisfied merely by conversion into the currencies of the members concerned, 


and no conversion into any foreign currency requested or into gold is necessarily postulated. 
Members are also presumably obligated (except for the transitional period and with regard to 
a scarce currency) not to block repayment of short-term foreign banking loans and credits, 
since these are defined as “current transactions.” 
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sition may choose to restrict such withdrawals, under their gener, 
power to control capital movements, when the amounts involved 
threaten to be large. Some countries which normally depend heavily 
upon foreign capital for productive investment, however, may be re. 
luctant to impose restrictions of this sort, even when they appear neces. 
sary, for fear of deterring an inflow of such capital in the future. Instead 
they might find it desirable to ‘guarantee’ beforehand the free with. 
drawal of foreign capital and to confine their exchange restrictions, jf 
any, to domestic capital alone. 

The problem of control over inward capital movements may be dis. 
cussed more briefly. Countries in need of long-term capital to finance 
overseas expenditures for reconstruction and development will, of 
course, welcome foreign capital for productive investment, and indeed 
solicit it by placing loans abroad. Control by these countries over capital 
inflows, if such control exists, would probably consist merely of super- 
vision by the authorities of the overseas borrowings of local governments 
or domestic corporations so as to reduce the possibility of an ‘‘excessive” 
accumulation of foreign debt, or of restricting, for political reasons, the 
extent of foreign ownership in specific domestic industries or natural 
resources. Similarly welcome to countries with over-all balance of pay- 
ments deficits would be equilibrating short-term capital inflows in the 
form of balances piling up on behalf of surplus countries. 

From the viewpoint of countries with strong balance of payments 
positions there is, theoretically at least, the possibility of having to 
introduce direct controls over unwanted disequilibrating capital inflows 
associated with exchange speculation, capital flight, or speculative for- 
eign purchases of domestic stock exchange securities. In actual practice, 
however, such controls will probably not be necessary, largely because 
these movements are likely to be closely restricted in their countries o! 
origin (except, perhaps, to the extent that the latter have large reserves 
and do not draw heavily upon the Fund). Even if at times capital in- 
flows were appreciable in size, it would generally be preferable for the 
receiving countries merely to neutralize their effects upon the credit 
system rather than to adopt direct controls.?® Resort might also be had 
to indirect measures of control, such as stiff taxes on income received 
by foreigners from trading in domestic securities, or heavy service 
charges on foreign-owned deposits, but these would probably not be 
very effective. On the other hand, it may often be desirable for the 

29 An interesting scheme of control over inflowing foreign funds, especially appropriate to 
conditions of domestic full employment, was introduced in Argentina in 1943. All such funds, 
when not destined for productive investment, are blocked so far as their internal use is con 
cerned, and 100% reserves have to be maintained against them by the commercial banks. This 
scheme not only insulates the credit system against the inflows and later possible outflows 0! 


these funds, but prevents the possibility of their inflating the active money supply and stock 
and security values generally. 
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countries receiving private disequilibrating capital inflows to co-operate 
with capital-losing countries that are attempting to check these move- 
ments, but are unable to prevent large outflows. Countries to which a 
large volume of such funds is moving may have a definite interest in 
providing such co-operation if it would reduce the possibility of their 
currencies being declared scarce and thus of special restrictions being 
sanctioned by the Fund against foreign purchases of their goods and 
services. While exchange control over capital inflows would be the most 
effective means of co-operation, e.g., in the form of refusing to permit 
deposits or the acquisition of domestic securities by residents of the 
capital-losing countries unless certified by the authorities of the latter, 
it is not likely, however, that countries would generally be willing to 
co-operate to this extent.®® 

A helpful method of co-operation in checking capital movements un- 
authorized by the exchange control regulations of the countries of origin, 
but one not likely to be regularly practiced in the future, would be the 
mutual exchange of information between monetary authorities regard- 
ing deposits and other assets held by individual residents of one country 
within the territory of another.*! A limited degree of co-operation in this 
form was provided for during the interwar period in a series of reciprocal 
tax assistance agreements designed to check tax evasion (but not capital 
movements per se). Where information was regularly furnished under 
these agreements, however, its range was decidedly restricted in char- 
acter, while in other cases specific data was provided only on request 
and under specific conditions. Each party, moreover, reserved the right 
to refuse any information when national interests were deemed in- 
volved or individual rights were violated. Recently there have been a 
few instances of more ambitious arrangements for reciprocal provision 
of data specifically designed to help monetary authorities to recapture 
assets abroad which were illegally acquired during the war or held in 
violation of regulations.*” It is not likely, however, that countries will 


* The Fund Agreement provides merely that members may, by mutual accord, co-operate 
in measures for the purpose of making the exchange controls of either member more effective, 
although it is specified that exchange contracts in any member’s currency which are contrary 
to that member’s exchange control regulations shall be unenforceable in the territory of any 
member. There is also a somewhat ambiguously-worded provision committing members to 
prevent transactions in foreign currencies within their markets at rates outside the official 

mits (i.e., to check black market trading). The White Plan had actually envisaged exchange 
control over inward capital movements by specifying that members, when requested by the 
Fund, co-operate by such measures as refusing to accept or permit the acquisition of deposits, 
securities, or investments by nationals of any members imposing restrictions on the export of 
capital. The Keynes Plan had expressed the hope that capital-receiving countries would adopt 
exchange control over capital inflows. 

Such reciprocal provision of information was clearly provided for in the White Plan. 

* For example, the Anglo-French Financial Agreement of March, 1945, provided that the 
two governments would make available to each other any information they might possess 
regarding existing assets held by the nationals of the one country in the teriitory of the other. 
Recent agreements by our Foreign Funds Control with various European countries provide 
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be willing to co-operate in this way in the future on any appreciab: 
scale, largely because of the widespread disinclination to violate th 
so-called ‘‘inviolability of banking secrecy.’”™ 

Control of International Investment. Some references were made in the 
preceding section to the control of long-term capital movements, by 
primarily only as part of the broader problem of restricting disequil. 
brating capital transfers in general. Countries with weak balances 
payments and limited reserves will obviously have to curb these move. 
ments (unless perhaps they are directly tied to movements of goods), 
along with capital outflows in general. Control of international invest. 
ment, however, has a broader meaning, and has direct relevance only 
to the comparatively few countries, most notably the United States, 
which are likely to invest abroad on a large scale. The control problems 
here are essentially to raise the quantity and quality of such investment 
and, above all, to prevent it from undergoing wide and disturbing fluctv- 
ations as in the past. These problems may be briefly touched upon from 
the viewpoint of the operations of the International Bank. 

The Bank should prove a highly effective instrument in enlarging the 
volume of international investment and in improving its underlying 
quality. Apart from foreign loans which it will make directly out of its 
own funds, the Bank will be primarily concerned with granting loans 
out of funds borrowed in the chief lending countries and with guaran- 
teeing loans floated therein.** The fact that private investors will now 
be enabled to lend abroad in the form of purchasing the Bank’s ow 
debentures or foreign issues guaranteed by the Bank should go a long 
way to offset the general hostility to foreign lending which resulted 
from the unhappy experiences of the thirties.* Further contributing to 
the willingness of investors to lend abroad through the facilities of the 


that blocked private dollar assets owned by residents of these countries will be unfrozen only 
upon certification of the governments concerned; these arrangements constitute an indirect 
method of furnishing information regarding private holdings, since the owners will be indirectly 
forced to divulge these holdings to their governments, or otherwise have to forego their use 

%8 The strength of this disinclination is explicitly recognized in the Fund Agreement, wher 
it is provided that members, when requested to furnish specific information to the Fund, ar 
under no obligation to do so to an extent which would disclose the affairs of individuals ani 


with existing legislation or practice. 

4 The existence of the Bank will also make possible foreign loans for worth-while socio-ec~ 
nomic projects which, while indirectly raising}the over-all productivity of the borrowing cou- 
try, would otherwise have been unattractive to private investors because they yield no direct 
monetary returns. 

%* The Bank’s debentures and its guarantee will not, of course, be completely riskless, sinct 
their soundness will depend ultimately upon the Bank’s ability to call in the 80% of the men- 
bers’ subscriptions held as a surety fund in meeting payments on guaranteed issues which have 
defaulted or on its own obligations. 
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corporations. The force of the argument was also recognized by a League of Nations Committee F 
at the Second Regional Tax Conference at Mexico City in July, 1943, which, in drawing y ISSU 
model bilateral conventions for the prevention of international tax evasion, carefully limitec sinc 
the types of information to be mutually provided and specified that such information could 
be refused if it violated professional, industrial, or trade secrets, or involved action incompatibe can 
the 
BSS 
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‘lable [AP Bank will be the sound loan practices which it must pursue. Among 
€ the MM other things, every loan made or guaranteed by the Bank must be 
examined beforehand and recommended by a competent committee; 
n the HP Joans must, except in special circumstances, be for the purpose of spe- 
, but HRP cific projects of reconstruction and development; the Bank must make 
quil- J arrangements to ensure that loan proceeds are used only for the purposes 
es of I for which the loans were granted; the rate of interest and other charges 
n0ve- HF must be reasonable and, along with the amortization schedule, appropri- 
ods), HF ate to the project; the Bank must pay due regard to the prospects of the 
vest: J horrower’s ability to meet his obligations; and, in general, loan proceeds 
only J must be used exclusively for financing foreign (as compared with do- 
‘ates, HB mestic) purchases connected with the project. In addition, a sensible 
lems HF element of flexibility is introduced with regard to the servicing of loans 
ment [i made by the Bank in that, if a member suffers from an “‘acute exchange 
uctu- J stringency” which makes difficult or impossible payment of service on 
from fi such loans, the Bank may accept payment in the member’s own cur- 
rency for a period of up to three years, and may modify the terms of 
g the J amortization or extend the life of the loans,®* thereby forestalling the 
lying HP stigma or possibility of defaults. 
of its While careful loan practices will contribute greatly to raising the 
loans J underlying quality of the foreign investments made by or through the 
aran- J) Bank, there is always the possibility, of course, of unsound loans, not 
now # guaranteed by the Bank, being floated through private channels (if, 
own # and to the degree that, the market for such loans revives). In general, 
long J however, this danger does not appear probable. Not only are govern- 
ulted J ments in the lending countries likely, as protection to their investors, 
ng to HBP to exercise careful supervision over such lending in order to avoid a 
{ the HP recurrence of the excesses of the past, but also, apart possibly from the 
— United States, to maintain close control over the new issue market so 


ncn) JM 2s to veto any foreign loans deemed unsound or otherwise objectionable 
direct 

rectly for economic or political reasons. The Bank, moreover, if only from the 
ise viewpoint of protecting its own loans or guaranteed issues, is also likely 
where 


a on to keep close watch over loans not executed through its facilities, and 
sani HM to put pressure on underwriting houses to avoid the flotation of any 
ou issues which the Bank considers risky. It should also be noted that 
ted since the Bank undertakes to extend or guarantee foreign loans that 
atible cannot be floated privately “under conditions which in the opinion of 
= the Bank are reasonable for the borrower,” loans sold without such a 
coun: guarantee will tend to bear rates of interest and repayment terms no 
direct J less favorable than those made by or through the Bank.*’ 


_ “Such arrangements are not specifically provided for, however, with respect to foreign 
loans guaranteed by the Bank. 

None of the foregoing comments relate, of course, to direct investments. The problem of 
control in this case, while having many interesting aspects, cannot be discussed here 
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Perhaps the most important long-run aspect of the problem of cop. 
trolling international investment is that of preventing disturbing flucty. 
ations, especially periodic sharp declines, in its volume. Over the inter. 
war period foreign investment as a whole tended to move positively 


rather than inversely with the cycle, thereby intensifying rather tha ets 
moderating world business fluctuations. Year-to-year changes on ; trvi 
moderate scale in the volume of foreign investment need not be seriou IM pti 
(and may indeed be unavoidable) when the aggregate level of such HM and 
investment remains high, but drastic declines, such as occurred in HR mer 
1929-30, could have widespread deleterious effects on the world econ. lon 
omy and can hardly be countenanced in the future. It is essential, then, IF oyt! 
that foreign investment be maintained at a high and reasonably stable I fie 
level. To achieve this objective it will be necessary, in effect, if sham HR ;t w 
business fluctuations continue in the future, to manipulate foreign in. I shar 
vestment deliberately in a countercyclical fashion. Thus, at a time of I the 
declining world employment and income, authorities in the chief capital: I -ati 
exporting countries could launch upon an aggressive program of invest- orga 
ment abroad and thereby mitigate the deflationary forces at work. Such HP «sh« 
investment would increase outlay in the capital-importing countries and HP pece 
exports from the investing countries, and stimulate income on both I wise 
sides. This, in turn, would have indirect stimulating effects on countries HR hay: 
not immediately involved. Similarly, when world economic conditions I tion, 
were booming, the volume of foreign investment could be dampened MM sign 
down so as to check undesirable inflationary tendencies. Counter IR such 
cyclical action of this sort need not necessarily involve a higher volume HM vari: 
of foreign investment in depression than in prosperity, but might simply I of, s 
be designed to smooth out its flow over the course of the cycle. - 
It is not likely, however, that the Bank, per se, can be an altogether limite 
a deg: 


satisfactory countercyclical agency, given its present structural setup 
In boom periods, of course, the Bank could easily keep down the rat: 
of aggregate foreign lending simply by restricting its direct loans abroai 
or its guarantees of loans, but in depression the Bank may find it vey 
difficult to keep up the volume of its lending and guaranteeing activities 
This stems from the fact that in its existing form the Bank must «& 
sentially play a passive role, the initiative in its operations lying ult: 
mately with the borrowers. Thus, at a time of declining world income, 
there will be a tendency for foreign lending to fall off. To the degree 
that this reflects the unwillingness or inability of private investors 
lend abroad, the existence of the Bank would, it is true, make possible 
foreign lending that would not otherwise occur.** On the other hand, ‘0 


** Tt appears likely that at a time of general depression the Bank will have to rely relatively 
more upon funds at its own disposal in making loans rather than upon funds obtained by 
sale of its debentures (for which the market might not be very receptive). 


the 
relt 
Ba 


INTERNATIONAL INVESTMENT 709 


"con: MM the extent that borrowers, both governmental and corporate, are more 
uctu- [reluctant to borrow abroad in time of depression than prosperity, the 
inter. MI Bank’s effectiveness will be limited. The Bank could, of course, attempt 
‘ively IB to entice prospective borrowers by the offer of loans on unusually gener- 
then HP ous interest and repayment terms, and might take a more active role by 
on 2 fe trying to induce governments in borrowing countries to engage in am- 
srious [MMB bitious public works and developmental programs financed with its aid, 
such [@ and by even planning long-range programs beforehand with the govern- 
ed in ments concerned. These measures would be ineffective, however, as 
econ- jong as the latter continued to be reluctant to expand their investment 
then, HP outlays on the scale required. For the Bank, per se, to act as a genuinely 
stable HR effective countercyclical agency, then, it would seem desirable to equip 
sharp it with the power, when aggregate foreign investment threatens to drop 
mn in- {i sharply, to carry out developmental projects itself in various parts of 
me of [the world, either directly or through special international public corpo- 
pital- MR rations that might be set up. In this way, the Bank could, if necessary, 
ivest- HMB organize and initiate its own projects when depression threatens (a 
Such “shelf” of such projects might be prepared beforehand) and would not 
s and HP necessarily have to wait for, or cajole, borrowers to come to it.*® Other- 
both HW wise, reasonable stability of international investment over time may 
ntries HP have to await the development of more broadly conceived interna- 
ition: JP tionally co-ordinated public works and antidepression programs de- 
ened JB signed to stabilize world income and employment at high levels. Within 
inter HA such a framework foreign investment would, it is true, be one of the 
lume JP variables requiring official manipulation, but the need for, and extent 
mply i of, such manipulation would be greatly reduced. 

* The original Bank plan (November, 1943) had envisaged operations of this sort on a 


ether limited scale by providing that the Bank could participate in equity investments, but not to 
a degree exceeding 10% of its paid-in capital. 
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DISCUSSION 


RAYMOND F. MIKESELL: From the discussions of both Mr. Hinshaw and 
Mr. Lary, it is clear that we cannot rely on foreign investment to provide a 
major portion or even a substantial percentage of our total investment re. 
quirements. Back in the eighties when Great Britain was investing abroad 
in excess of 300 million dollars annually, foreign investments provided ap 
outlet for a substantial portion of the savings of the British people out of a 
national income of 5 or 6 billions. But with a total investment requirement 
for the United States of perhaps 30 billions the magnitudes are so large that 
a level of foreign investment of half or even one-third of this amount would 
be unthinkable. Nevertheless, if, as Mr. Lary suggests, foreign investments 
during the next decade could provide an outlet for as much as 12 per cent 
of our savings, the amount would not be insignificant. 

Too much reliance should not be put on any particular kind of invest- 
ment, foreign or domestic, to provide a sustained outlet for our savings. It 
would be just as absurd to count on the construction industry or the capital 
equipment industry by themselves to provide an outlet for the 20 billion 
dollars annually of investible funds, to use Mr. Hinshaw’s figure, as it would 
be to count on foreign investment to absorb this amount. In fact, we would 
run into many of the same difficulties in looking to any particular type of 
investment outlet for amounts of this magnitude, which Mr. Hinshaw en- 
visages for a program of foreign investment of this size. 

In determining an appropriate foreign investment policy for the United 
States, consideration must be given not only to the impact of the invest 
ments and their repayment upon the savings-investment relationship, but 
also to certain special benefits to be derived from foreign investment. At 
the present time we are considering loans urgently needed for the recon- 
struction of war-torn areas, loans to supply essential imports for our Allies 
during the transition period, and loans necessary for the restoration of the 
multilateral character of world trade. Generally speaking, the political and 
economic benefits from such loans are so great that relatively little account 
can be taken of their effects on the domestic economy except for short-ru 
effects, such as the inflationary impact of the additional expenditures 1 
nanced by the loans. As Mr. Lary has pointed out, the net addition to total 
demand resulting from such loans during the next year or so is likely to be 
small, but it will be necessary to rely on domestic economic and export con 
trols to prevent undue pressure on items in scarce supply. Consideration 0 
the long-term effects of the repayment of loans of this category is not likely 
to be decisive, but they must certainly be taken into account in decisions 
regarding our over-all foreign investment program. 

There is a second category of investments of a less urgent character, but 
which are, nevertheless, of great importance for international stability and 
the promotion of high levels of world trade. An example of this category 
might be a loan for a Yangtse or a Danube River project upon which th 
economic development of a particular area might depend. Serious conside™ 
ation must be given to the transfer problem in making loans of this ty? 
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since the ability of the borrowing country to service such loans will have an 
important bearing on the stability and growth of world trade. Loans of this 
character are often made by or with the aid of governmental institutions 
and it may be found desirable to make special provision for flexibility in 
the making of service payments on such loans. It is also important that 
loans of this character have long maturities and that they bear a low rate 
of interest. The risks involved in making such loans together with any con- 
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t an sideration of their impact on the domestic economy will need to be weighed 

ofa against the economic and political gains from an expanded world trade and 

ne increased world prosperity which may be expected from loans of this char- 
at 


acter. 

Finally, there are foreign loans and direct investments undertaken by 
private enterprise for profit with no special international significance. 
Loans of this type may be made with or without the encouragement of 
governmental institutions. It is to this category of loans that a country 
must look for a sustained outflow of capital over a period of time and with 
respect to which a consideration of the impact of foreign lending on the 
domestic economy is of primary importance. 

I want now to consider the question of how a given amount of foreign 
investment differs from the same amount of domestic investment as an off- 
set to savings. Mr. Hinshaw has shown what levels of gross foreign invest- 
ment would be required to maintain an annual export surplus of 1 billion 
dollars at various rates of interest and for various periods of time. In order 
to maintain an export surplus of 1 billion dollars per year which would re- 
sult from an initial foreign investment of 1 billion at 4 per cent interest, gross 
foreign investment at the end of twenty-five years would have to be at an 
annual rate of 5.9 billions. If, however, we were to assume that the recipients 
of interest and amortization from a series of domestic investments never 
spent any of the proceeds, a similar volume of gross domestic investment 
would be necessary at the end of the twenty-fifth year to maintain the same 
offset to savings provided by an initial investment of 1 billion dollars. If, on 
the other hand, the recipients of interest and amortization from both the do- 
mestic and the foreign investments spent all of the proceeds in the domestic 
market, the 1 billion dollar offset to savings could be maintained by an 
annual investment of 1 billion dollars in each case. To the extent that the 
recipients of interest and amortization payments from foreign investments 
use the proceeds to purchase consumers goods or real capital assets in the 
domestic market, the increased imports (or reduced exports) required to 
transfer these amounts will be offset by the additional domestic purchases. 
If the recipients of income from foreign investments have the same pro- 
pensity to consume as the recipients of interest and amortization from 
domestic investments, the annual volume of gross investment required to 
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, "7 Maintain a given initial offset to savings is the same in both cases.! 
hee Apart from the transfer problem, the problem of maintaining a given 
h the ' The annual volume of gross investment required to maintain a given annual offset to sav- 
‘der: igs in the two types of investment will not be the same if one type of investment involves a 
- gher proportion of direct investments. This will, of course, be partially offset by the higher 
; type turns on direct investments. 
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level of offset to savings from foreign investment is identical with that of ou! 
maintaining the same amount of offset from any particular type of domestic a 
investment. We know that we will have heavy investment in residential = 
construction during the next few years, but that it will eventually taper off. jus 
Because of urgent foreign demands in the immediate postwar period foreign pre 
investments will be heavy during the next few years and then level off. But the 
we cannot restrict housing construction or any other type of desirable in- 
vestment because its net contribution as an offset to savings will eventually 
fall off. We cannot solve the problem of employment fifteen or twenty years ac 
from now. We will need to have other investment outlets in the future to sis 
take the place of those which will decline. low 
Foreign investment must be considered as a part of our entire investment ae 
program. Our primary concern today must be with the proper level of ag- - 
gregate investment which is consistent with full employment and genera! In 
economic stability. Provided there are profitable outlets for foreign in- = 
vestment and such investment is economically desirable, we should not shut of ¢ 
off that investment simply because we may not be able to sustain the par- eh, 
ticular level of offsets to savings which the initial investment provides. On 
Restricting foreign investment or any particular type of domestic invest- foll 
ment will not avoid cyclical fluctuations. Such practices are likely to put a vol 
ceiling on total investment at a level less than that needed to maintain ful! dou 
employment. fore 
The difference between foreign and domestic investment is to be found ior 
not in the savings-investment relationship (leaving aside the question of ing 
different multipliers for the two types of investment) but in the transfer OD 
problem. Borrowing countries must either increase their exports or reduce rin: 
their imports when amortization and interest payments begin to exceed - 
new borrowings from abroad. Sudden shifts in the volume of foreign invest- pi 
ment by a great industrial country like the United States may create bal- oo 
ances of payments difficulties, but so long as we maintain a high level of end 
income and employment these difficulties are not likely to be insurmount- es 
able. With the aid of the International Monetary Fund and perhaps an woul 
appropriate use of direct controls it should be possible for countries to P gn 
make an adjustment to shifts in their trade balance occasioned by changes 7 ‘ 
in the volume of capital inflow. et. 
Turning to the question of our long-term foreign investment program, ah 
I think Mr. Lary’s analysis is quite reasonable. Although foreign invest- ie 
ments can never account for more than a small percentage of our total in- 7 
vestments, I see no reason why a more or less constant proportion of ou! in th 
total investable funds might not continue to go abroad. Provided we have 4 in | 
peaceful world and provided there is a steady increase in world income, we wi 
should be able to have a secular increase in the volume of our foreign 10- coke 
vestments at a rate approximating the rate of increase in our national in- but f 
come for the next fifty years. This would put off the problem of dealing which 
with an import surplus attributable to an excess of receipts from forelg" of 19. 
investments over new investments for many years to come, and meai- of the 


while substantial changes will undoubtedly occur in our need for imports, 
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our tourist and other service expenditures, and in the distribution of our 
national income between consumption and savings. But to base our foreign 
investment policy on the question of whether or not we will be able to ad- 
just to an import surplus fifty or a hundred years from now is no more ap- 
propriate than basing our housing policy on the stability of investment in 
the construction industry fifty years from now. 


Jacques J. Porak: By far the most difficult problem which international 
investment presents at the present time revolves around the peculiar pat- 
tern which the balance of payments of creditor countries will have to fol- 
low in the next twenty-five years. In the near future—the next five or ten 
years—these countries will have a very substantial export surplus of com- 
modities, and will make foreign investments to cover this export surplus. 
In the more distant future, their balance of payments will have to be re- 
versed, to a position where there will probably be no substantial net export 
of capital, and where the other items of the balance of payments will have 
to accommodate themselves to a substantial inflow of interest payments. 
On the side of the debtor countries, the balance of payments will have to 
follow the obverse pattern; but the difficulties arising on their side appear 
at the present time to be less formidable. In the near future there is no 
doubt about the capacity of these countries to absorb large amounts of 
foreign capital; and in the more distant future, it would not seem impossible 
for them to transfer the service on this capital, provided a reasonable lend- 
ing policy is being followed and total world income is kept at a high level. 

Despite the additional strain which it will put on the supply of certain 
commodities, it appears to be generally agreed that substantial capital 
export from the main creditor countries will be possible in the course of the 
next five years. This applies not only to the United States, but also to such 
creditor countries as Canada, Switzerland, and Sweden, all of which are 
lending abroad on a substantial scale at the present time. It would also 
seem that an export surplus which, though large in absolute amount, 
would be small in comparison to the budget deficit maintained during the 
preceding war years, would not have unmanageable inflationary effects. 

It is possible then to have large capital export from the creditor countries 
in the next half decade without serious harmful effects on their economies. 
But—and this element appears not to have received adequate stress—it is 
not sufficient that such substantial foreign investment should take place 
some time during the period 1946-50. The question of timing has to be de- 
fined much more sharply than that. Since the liberation of many countries 
in the course of 1945, large funds have been used for relief—first by liberat- 
ing armies and then by UNRRA and by some of the liberated countries 
themselves by drawing down their foreign exchange holdings and by bor- 
rowing. Now, relief is only a stop-gap method. It cannot and should not last 
but for a relatively short period of time. UNRRA, under the Resolutions 
which presently govern its activities, is to terminate in Europe by the end 
of 1946, and in the Far East three months later. To ensure that at the end 
of the relief period, when the funds of UNRRA will be exhausted, the liber- 
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ated countries themselves will be able to have a reasonable level of exports 
from which to finance current imports, it is imperative that reconstruction 
lending should start well before that date. The maximum of foreign invest- 
ment by the countries which are in a position to make such investments 
should therefore be concentrated as early in 1946 as is at all possible. 

Two difficulties are generally foreseen to the required reversal of the bal- 
ance of payments of creditor countries, some ten or twenty years from 
now: (a) it is felt that creditor countries cannot let a situation arise where 
they would have no net capital outflow, because such a situation would 
spell unemployment and deflation in the creditor countries; (b) even if the 
creditor countries were willing to have a balance of payment without a net 
capital outflow, there is no clear indication by what mechanism such a bal- 
ance of payment position would come about. It is the contribution of Mr. 
Lary’s paper that it points to a solution of both problems. With respect to 
the first problem, his solution is given only implicitly; namely, that ade- 
quate domestic investment rather than foreign investment must in the 
long run be relied upon to keep full employment in the creditor countries, 
if the transfer problem arising from international loans is going to be man- 
ageable at all. According to Mr. Lary, we should proceed on the assumption 
that this will be done, and that the increase of the population joint with the 
increase of productivity per head will lead to an increasing level of real in- 
come in the creditor countries. This will then at the same time provide a 
solution to (b), since the increased level of real income will induce a sufi- 
cient increase of imports to enable these countries to absorb a very sub- 
stantial debt service. 

It is reasonable to work on the assumption that the main assistance to the 
transfer problem will come in this way. Yet it is clear that this secular 
process will at any rate require guidance and channelling by deliberate bal- 
ance of payments policies, both on the national plan and on the interna- 
tional plan. The following policies may be mentioned here: (1) As Mr. 
Bloomfield points out, the movement of short-term capital will have to be 
kept under control to prevent erratic and disequilibrating short-term capital 
movements from upsetting the broad secular pattern of capital movement. 
(2) Flexibility of debt service will have to provide a solution for temporary 
balance of payments disturbances. (3) The “scarce currency” provision of 
the International Monetary Fund will be of very great assistance in focusing 
any necessary adjustments in one particular direction rather than inducing 
a general deflationary movement if one particular currency becomes scarce. 

Somewhat more attention should be paid here to a fourth policy factor 
on which rather much reliance is being placed recently; namely, the quali- 
tative control of foreign investment. Examples of this control are given in 
Mr. Bloomfield’s paper: every loan made or guaranteed by the Bank for 
Reconstruction and Development must be recommended by a competent 
committee; loans will usually only be made for the purpose of specific pro)- 
ects; the Bank must make arrangements to ensure that loans are used only 
for the purposes for which they were granted; loan proceeds must be used 
exclusively for financing those parts of approved projects which require 


foreigi 
doubt, 
were I 
itself 
contro 
The st 
up to; 
eral co 
that a 
require 
interné 
of fore 
An ext 
joint l 
payme 
tions a 
cies. Si 
cializec 
field, a 
these ¢ 
its Ow! 
greatly 
lending 


Jou» 
high le 
that ha 
While i 
eral to 
is to ta. 
plished. 
as can 
interna 
can pro 
discusse 
over pri 
place, 

The 
do espe 
to the ] 
capital | 
ages for 
funds. ] 
fered wi 
return o 
been the 
continus 


INTERNATIONAL INVESTMENT—DISCUSSION 715 


foreign exchange outlay. This qualitative control has been induced, no 
doubt, by the experience of certain outstandingly unsound loans which 
were made during the twenties. No one will question that such control is in 
itself beneficial. What should be borne in mind, however, is that these 
controls are not in themselves sufficient to ensure a reasonable debt service. 
The sum total of a large number of individual “‘sound” loans does not add 
up to a wise lending policy. A wise lending policy will require that the gen- 
eral conditions, both in the borrowing and in the lending countries, are such 
that a flow of interest payments and amortization will be possible. This will 
require, in addition to the necessary scrutiny of individual loans, broad 
international planning, not only of foreign investment, but at the same time 
of foreign trade and of the operations of the International Monetary Fund. 
An extremely useful implement for this purpose would be, in my view, a 
joint unit of the various international agencies concerned with balances of 
payments, which would analyze the entire flow of international transac- 
tions and make co-ordinated recommendations to the various special agen- 
cies. Such analyses would contribute to raising each of the individual spe- 
cialized agencies above the technical considerations applying to its own 
field, and would make it possible to create conditions under which each of 
these agencies might successfully perform the functions assigned to it in 
its own field. In the particular field of international investment, it would 
greatly contribute to establishing conditions for “sound’’ international 
lending in the broad sense of the word. 


JouN PARKE YouncG: The three papers that have been presented are on a 
high level and contain little with which I would disagree. The comments 
that have already been made on these papers indicate general concurrence. 
While it is agreed that the foreign investment of American capital is in gen- 
eral to be welcomed, little has been said about just how foreign investment 
is to take place or the machinery by which such investment is to be accom- 
plished. Are we to rely on government lending, or on such private lending 
as can take place with the protection of guarantees by the newly created 
international Bank, or can the private capital market be revived so that it 
can proceed under its own momentum? Another question that has not been 
discussed has to do with the extent and nature of government controls 
over private foreign investment, in the event that private investment takes 
place. 

The reasons for a lack of private investment at the present time have to 
do especially with the political uncertainties of recent years and the trend 
to the left throughout the world generally. As a result of these conditions 
capital is timid to seek investment abroad. Another factor which discour- 
ages foreign investment is the restrictions that exist on the transfer of 
funds. Exchange controls are in force in most countries and have inter- 
fered with the free transfer of earnings on investment as well as with such 
return of principle as may be desired. A further deterrent to investment has 
been the fluctuations in exchange rates and the uncertainty regarding the 
continuance of current rates. This third difficulty, however, is perhaps less 
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important than the others since most foreign loans made by the United 
States are in terms of dollars; and furthermore depreciation of a country’s 
exchange rates does not necessarily mean an increased burden to the coun- 
try as a whole with respect to its foreign debt payments since its exports 
may yield the same or more foreign exchange. Exchange fluctuations may 
in some cases increase the burden on the debtor, but the barrier to foreign 
lending in the past has been reluctance of the lender more than of the bor- 
rower. Direct investments are ordinarily not hampered by exchange 
fluctuations as much as they are by exchange restrictions. Prices and costs 
and exchange rates tend sooner or later to become adjusted; so that ex- 
change depreciation is usually accompanied eventually by an increase in 
prices and money earnings. 

The difficulty which Mr. Hinshaw points out, and with which I concur, 
that the accumulation of interest and amortization payments tends to 
reduce the net stimulus to employment from a given annual volume of 
capital export, is not a matter of currency, exchange, or the balance of 
payments; nor is it peculiar to foreign investment as contrasted to domestic 
investment. If large dollar investments were made in Alaska, for example, 
repayments and interest might not involve a transfer problem but would have 
the same effects on United States employment as though the transfer were 
from pesos or some other currency to dollars. If the investment were en- 
tirely within the domestic economy the same situation would exist. 

In other words, chronic unemployment cannot be solved by foreign in- 
vestment nor can it be solved by domestic investment unless demand 
keeps pace with production. Employment must be maintained by current 
demand (including that for producers goods) being approximately equal to 
current output. 

Foreign investment is desirable for the same reasons as domestic invest- 
ment, and we should think of foreign investment as a part of total invest- 
ment, domestic and foreign. This does not mean, however, that there are 
not special problems and special advantages related to foreign investment. 
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INTERNATIONAL CARTELS 


THE RELATION BETWEEN CARTEL POLICY AND 
COMMODITY AGREEMENT POLICY 


By BERNARD F. HALEY 
Stanford University 


The relation between cartel policy and commodity agreement policy 
has in the past been a problem for each individual government to solve 
for itself. The ‘Proposals for Consideration by an International Con- 
ference on Trade and Employment,” announced by the Secretary of 
State on December 6, 1945, however, raise the question of the relation 
between these two policies to the international level, since they include 
the proposal that there should be international agreement with regard 
to a proposed policy towards restrictive business practices in inter- 
national trade (such as those of cartels) and with regard to a proposed 
policy toward intergovernmental commodity agreements. Since these 
proposals represent at one and the same time a formulation of the policy 
of the Executive branch of the United States Government, and a pro- 
gram for international collaboration with respect to cartels and com- 
modity agreements, they may appropriately be used as the point of 
departure for the present discussion. 

The ‘‘Proposals for Consideration by an International Conference on 
Trade and Employment” are the outcome of several years of co- 
ordinated effort by economists and others within the various depart- 
ments of the Executive branch of the United States Government. It is 
likely also that British experts have had an opportunity to contribute 
suggestions with regard to the Proposals, since considerable attention 
was of necessity devoted to questions of commercial policy during the 
Anglo-American discussions in Washington of September to December, 
1945, and since the government of the United Kingdom announced that 
it was “‘in full agreement on all important points in these proposals” 
at the same time that the Secretary of State announced that the Pro- 
posals had the endorsement of the Executive branch of the United 
States Government.! 

In order to implement the co-operative economic measures with re- 
spect to trade and employment included in the Proposals, it is recom- 
mended that there be created an International Trade Organization of 
the United Nations. In addition to many other duties, this Organization 


__'| U.S. Department of State, Press Release of December 6, 1945, “Joint Statement by the 
on and the United Kingdom Regarding the Understanding Reached on Commer- 
cial Policy.’? 
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would be charged with the furtherance of a policy of curbing restrictive 
business practices in international trade: 


There should be individual and concerted efforts by members of the Organization to cur) 
those restrictive business practices in international trade (such as combinations or agreements 
to fix prices and terms of sale, divide markets or territories, limit production or exports, su 
press technology or invention, exclude enterprises from particular fields, or boycott or discrim- 
inate against particular firms) which have the effect of frustrating the objectives of the Organi- 
zation to promote expansion of production and trade, equal access to markets and raw 
materials, and the maintenance in all countries of high levels of employment and rea! 
income.? 

The proposed policy of international collaboration in curbing the 
restrictive practices of international private business cartels is an es- 
sential part of the general program for removing the restrictions which 
have hampered the growth of international trade which is the main 
objective of the proposed International Trade Organization. 

The proposed policy with regard to intergovernmental commodity 
agreements that are likely to result in restrictions of international trade 
in particular commodities, on the other hand, is one of cautious toler- 
ance. Provided that the members of the International Trade Organiza- 
tion undertake to adhere to specified rules to govern the institution and 
operation of intergovernmental commodity agreements, restrictive 
trade practices under such agreements are to be countenanced. 

This somewhat more liberal policy towards the restrictive practices 
of intergovernmental commodity agreements than towards those of 
private arrangements is to be explained by the expectation that there 
will be a limited range of commodity problems, involving almost ex- 
clusively foodstuffs and raw materials, which will call for special atten- 
tion in the postwar period. The argument is as follows: Although the 
maintenance of high levels of income and employment generally wil 
help in reducing the number of such special problems, it will not solve 
all of them. With regard to the remainder, after all possible has been 
done to increase the consumption of the commodities in question, it 
still may be necessary to impose restrictions (by intergovernmenta! 
agreement) on production or exports, to fix prices, or to allocate shares 
of markets among the producing countries. Otherwise, “these difficulties, 
if serious, may have such widespread repercussions as to prejudice the 
prospect of the general policy of economic expansion.’ 

? U.S. Department of State, “Proposals for Expansion of World Trade and Employment,” 
Nov., 1945, p. 19 (hereafter referred to as Proposals). It is of some interest that this statement 
of policy appears to call for a somewhat less vigorous attack upon restrictive cartel practices 
than that advocated in statements of State Department officials made before the discussions 
with the British. Compare, for example, the statement of W. L. Clayton that “we plan t 
propose to the nations of the world an international agreement to banish the restrictive prac 
tices of international cartels.” The Department of State Bulletin, XII (1945), 937. 

* Proposals, p. 20. The merits of the argument that there will be a few primary products In 
burdensome surplus supply in the postwar period for which restrictive commodity arrange 
ments will be unavoidable if even worse restrictive trade practices are to be avoided cannot 


considered here. Certainly, even one skeptical of the validity of the argument must recog™ 
that we probably will have some intergovernmental commodity agreements in the postwe’ 


OF 
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It must be admitted, however, that a policy of tolerance of restrictive 
trade practices under intergovernmental commodity agreements might 
seriously weaken the proposed policy of curbing private international 
restrictive arrangements. Is it not possible that an intergovernmental 
-ommodity agreement designed to facilitate readjustment of the con- 
{tions of production in a sick primary industry may turn out to have 
many of the undesirable characteristics attributed to a private cartel 
arrangement: the protecting of high-cost producers, the raising of prices 
above the levels necessary for reasonable long-run prosperity in the 
industry, and the seeking of maximum profits for the producers without 
regard for the interests of consuming countries? Does the fact that an 
ternational commodity agreement has as its participants governments 
rather than private concerns necessarily insure the protection of the 
public interest? Is it not possible that the proposed policy of curbing 
-estrictive international business arrangements might be circumvented 
»y the governments of nations which only mildly support this policy, 
the nations in question making use of the device of an intergovern- 
mental commodity agreement as a screen for what would be essentially 
2 private cartel in every respect but name? 

The history of intergovernmental commodity agreements in the inter- 
‘ar period shows clearly that the participation of governments in such 
igreements is no guarantee that prices will not be raised unreasonably, 
that an umbrella will not be held over high-cost producers, and that the 
nterests of consuming countries will not be given scant attention. The 
representatives of the governments, whether selected from the industry 
-oncerned or not, tend in time to reflect the interests and point of view 

.¢ industry. Furthermore, when the industry is an important one in 
‘he economy of a nation (which is likely to be the case when an inter- 
national commodity arrangement is involved) the industry is likely to 
exert considerable pressure on the government to appoint as its repre- 
sentatives persons in whom the industry has the utmost confidence, and 
‘o instruct these representatives with special regard for the interests of 
ndustry.* 

[t is not at all unlikely that, even in the absence of a policy of curbing 
ternational restrictive business arrangements, the protagonists of such 
utangements would increasingly seek alliances with their respective 
iovernments in the postwar period, and the distinction between inter- 
tational private cartel arrangements and intergovernmental commodity 
igreements would in any event tend to disappear.* Even more likely is 


% 


‘, and if this is to be the case it is highly desirable that we should have a clear under- 
nding with other nations as to the conditions to which such agreements should be subject. 
]. D. Black and S. S. Tsou, “International Commodity Arrangements,” Quarteriy 
urnat of Ecomomics, XVIII (1943-44), 544. 
«. 3. Mason, “The Future of International! Cartels,’ Foreign 4 fers, XXII (1943-44 
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this to occur if an intergovernmental policy of curbing the private ar. 


rangements is adopted. 


Probably it is in recognition of these dangers that the Proposals sug. 


gest that members of the International Trade Organization should 
undertake to adhere to specified rules to govern the institution and 
operation of intergovernmental commodity agreements. These rules 
should be appraised as to whether, if observed by the member govern. 
ments, they would prevent such agreements from being subject to the 
abuses to which it is quite generally agreed they have been subject in 
the past, whether they would prevent such agreements from being used, 
in effect, to circumvent the proposed policy of curbing cartels, and, 
finally, whether the rules are practical.® 

The rules in question may, for the purpose of the present analysis, 
be divided into three groups: first, there are rules to govern the pro- 
cedure leading up to the creation of an intergovernmental commodity 
agreement; second, there are rules to govern operations under the 
agreement, once it is established; and, third, there are some miscellane- 
ous rules with respect to renewal of agreements, publicity, and other 
matters. It is proposed to consider the rules in this order, with particular 
attention to the first two groups of rules. 

1. Rules to Govern the Creation of Agreements. The steps involved in 
bringing an agreement into being are: (1) members interested in the 
production or consumption of a particular commodity with respect to 
which they believe “special difficulties” exist or are likely to arise may 
ask that a special study be made of that commodity; (2) if the organi- 
zation believes the situation calls for such a study, it will then establish 
a study group for that purpose; (3) the study group then makes a study 
of the “root causes of the problem”’; and (4) if the study group comes to 
the conclusion that available measures for increasing consumption will 
not “operate quickly enough to prevent excess supplies” from accumv- 
lating, an intergovernmental conference for the negotiation of a com- 
modity agreement may be requested.’ 

The rules governing the procedure for instituting a commodity agree- 
ment provide, first, that any members having an interest in the pro- 
duction or consumption of the commodity in question may participate 
in consideration of the proposed agreement.® This rule is obviously de- 
signed to prevent the procedure outlined above from being dominated 


* It should be noted that these rules are not designed to cover “international agreements re- 
lating to the protection of public morals; the protection of human, animal, or plant life or 
health; the conservation of reserves of exhaustible natural resources; the contro! of interns- 
tional monopoly situations; or the equitable distribution of commodities in short supply. 
Proposals, p. 23. It is provided, however, that such agreements should not be used for enc: 
inconsistent with the objectives of cartel and commodity agreement policy. Loc. cit. 

7 Proposals, p. 20. 

* Ibid., p. 21. 
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by producer countries to the exclusion of consumer countries, or perhaps 
by some producer countries to the exclusion of others. The rule is ob- 
viously desirable and practical. 

The second rule provides three conditions which must be fulfilled 
before member countries may undertake an intergovernmental com- 
modity agreement involving limitation of production or exports or allo- 
cation of markets. One of these conditions has already been mentioned: 
the study group must have made its investigation of the root causes of 
the problem. The second condition is an extremely important one: a 
letermination must have been made, in accordance with procedures 
approved by the organization, either: 

that a burdensome surplus of the product concerned has developed or is developing in 
aternational trade and is accompanied by widespread distress to smal! producers accounting 
ra substantial proportion of the total output and that these conditions cannot be corrected 
the normal play of competitive forces because, in the case of the product concerned, a sub- 
tial reduction of price leads neither to a significant increase in consumption nor to a sig- 
ant decrease in production; or 
that widespread unemployment, unrelated to general business conditions, has developed 
r is developing in respect of the industry concerned and that such unemployment cannot be 
rrected by the normal play of competitive forces rapidly enough to prevent widespread and 
jue hardship to workers because, in the case of the industry concerned, (i) a substantial 
iction of price does not lead to a significant increase in consumption but leads, instead, to 
reduction of employment, and (ii) the resulting unemployment cannot be remedied by nor- 
rocesses of reallocation.*® 

This second condition provides two alternative sets of requirements 
with regard to the conditions of production and demand for a com- 
modity, one or the other of which must be fulfilled if restrictive meas- 
ures are to be employed under an intergovernmental commodity agree- 
ment. The first set of requirements, stressing “burdensome surplus,” a 
substantial proportion of output coming from small producers, inelastic 
lemand and inelastic supply, appear intended to apply particularly to 
agricultural products, such as wheat, sugar, and raw rubber. The second 

f requirements, stressing unemployment, inelastic demand, elastic 
supply, and lack of alternative cpportunities for labor, appear intended 
apply to certain minerals and, possibly, to semiprocessed goods. They 
could be satisfied by certain finished goods; but a specific reference to 
manufactured goods is contained in a later rule which serves to limit 
this one. 

Both sets of requirements are designed to admit of the necessity, even 
esirability, of restrictive measures under intergovernmental auspices, 

forestall unilateral action by some countries to the disadvantage of 
ther countries, and to alleviate serious economic problems in cases in 

nich alternative employment opportunities are absent.'° Consider first 

ase in which a burdensome surplus of a product has developed or 
[bid., p. 21. 

e statement of the objectives of intergovernmental commodity agreements, Proposals, 


p. 20. It should be noted that the emphasis throughout is upon the abnormal commodity 
roblems expected to result from the war that will call for special treatment, rather than upon 


> 
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is developing. Although the term “burdensome surplus” is not defined 
in the Proposals, the rest of the paragraph in which the term occurs 
(supra) gives a good indication of the meaning attached to it. Those 
who framed the Proposals clearly had in mind the situation in which 
supply is very slow to adjust itself to a decrease in demand—because 
of the predominance of small enterprises, the relatively small proportion 
of total unit cost made up of prime cost involving actual outlays of 
money, the similarly low marginal money outlay cost, the limited choice 
of alternative products, and the fact that the farmer and his family are 
tied to their land by sentimental and other attachments. No visible 
burdensome surplus may actually materialize so long as the competitive 
forces of the market are unimpeded and the full output is sold for what 
it will bring. However, if price remains at a low level for several seasons, 
and there nevertheless is no clear tendency for the supply to decrease, 
the producers of the commodity are likely to seek relief through govern- 
ment, and the outcome is likely to be some form of unilateral restriction 
scheme which will bring into visible form the burdensome surplus which 
in an abstract way must have been overhanging the market all the time. 

The criteria provided for the application of this first set of require- 
ments are reasonably clear and feasible of application. There are three 
cautions, however, which should be kept in mind. First, the organization 
should not be too impatient in determining whether a burdensome sur- 
plus has developed or is developing. There should be relatively few cases 
that will satisfy this set of requirements. There may be some temptation 
to assume that a low price for an important staple agricultural product 
is likely to remain low for a long period, and accordingly to make a 
premature finding that a burdensome surplus exists and therefore an 
intergovernmental commodity agreement is required. 

Second, there is on the other hand the danger that the wording of this 
requirement might be interpreted to preclude an intergovernmental 
commodity agreement until “‘widespread distress to small producers ac- 
counting for a substantial proportion of the total output” has actually 
developed. If, for example, this requirement were to be interpreted 
strictly it might bar an intergovernmental agreement with respect to 
wool at the present time on the basis that the price has to date been held 
at a sufficiently high level to prevent the appearance of ‘widespread 
distress.’’ Yet an agreement with respect to wool is probably one of the 
proposed agreements which would generally be regarded as desirable 
under present circumstances. 

Third, there will be a temptation to conclude that, because there 
the desirability of stabilizing the prices of raw materials or the necessity of checking the decline 


of raw materials prices in periods of general depression through the use of restrictive measures 
under intergovernmental commodity agreements. 
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exists a domestic program of relief or price support for a commodity in 
one or more countries, there must exist a burdensome surplus of the 
commodity. The conclusion is not a safe one, however, since, as we 
know from experience in this country, the institution of such a program 
of assistance may result from political pressures within the country di- 
rected to the improvement of the condition of a particular group of 
producers, and may not arise from the existence of abnormally low 
prices at all. The real problem may, in fact, be that of an abnormally 
high price which will have to be reduced; and this is likely to be a matter 
involving domestic policy rather than an international agreement. 

Closely related is the temptation to conclude that, because one or 
more countries have adopted unilateral measures (such as an export 
subsidy) in order to maintain some arbitrarily determined share of the 
world market for the commodity, an intergovernmental commodity 
agreement apportioning the world market between all producing coun- 
tries is the only way of avoiding economic warfare." The Proposals do 
not say that the existence of unilateral policies employed by some coun- 
tries to the disadvantage of others may be taken as an indication of the 
existence of a burdensome surplus of the commodity to which the uni- 
lateral measures apply. It is to be hoped that no subsequent interpre- 
tation of the Proposals will support such a view. Nations whose foreign 
economic policies offend other nations should account for their policies 

the International Trade Organization or to the Social and Economic 
Council of the United Nations Organization, and they should be induced, 
if possible, to correct them. No nation should be encouraged to expect 
that, by the use of unilateral policies as a sort of club, other nations 
may be compelled to join with it in a restrictive intergovernmental 
ommodity agreement. 

Consider next the second set of alternative requirements—the case 
in which widespread unemployment has developed or is developing in 
one industry, the general business situation being in no way responsible 
for this special situation: if the supply is elastic and the demand in- 
elastic, and if there are not alternative opportunities available for the 
unemployed labor so that there is likely to occur “widespread and undue 
hardship to workers,” then an intergovernmental commodity agreement 

according to the Proposals, an admissible method of providing a 

“ The view that commodity agreements are the one solution for international situations 
produced by unilateral economic policies is based on the unfortunate assumption that no 
country (and least of all the United States) can be expected to change its domestic economic 

cy on the basis that this policy is a source of justifiable irritation to other countries while 
‘ae same ends could be achieved in a way which would not be objectionable. In the case of our 

tton and wheat subsidies, furthermore, there is even reason to fear that other countries may 
deueve that the subsidies have been countenanced, in part, because they may serve as a rather 


‘orceful means of inducing other countries toj oin this country in intergovernmental wheat 
anc cotton agreements. 
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period of transition while a solution for the underlying problem is put 
into effect. 

As was suggested above, the purpose of this second set of require- 
ments may be interpreted as intended to provide for agreements in the 
case of certain minerals, such as tin, copper, and possibly petroleum. 
Take tin, for example. The prewar intergovernmental tin agreement 
made it possible for Bolivia, a high-cost producer, to maintain a sub- 
stantial share of the market for its product. If such an agreement were 
to be disallowed now, and if a private international restrictive arrange- 
ment were also to be barred with the effect that something like compe- 
tition were to be established in the world market for tin, the price of 
tin would fall to a level that would make uneconomical much of the 
production of the Bolivian mines. The result would be unemployment 
and widespread hardship for the workers in these mines. Furthermore, 
since there are not many alternative opportunities for employment, 
this unemployment would probably persist. Hence this appears to be 
a case which fits the criteria included in the second set of limitations, 
and which accordingly would be eligible for an intergovernmental com- 
modity agreement. Such an agreement, presumably, would continue a 
sufficiently high price so that the Bolivian tin mines might continue in 
production and supply a given quota of the world market while more 
fundamental measures are set on foot for a readjustment of the Bolivian 
economy so that eventually the agreement would no longer be necessary. 

If it is correct to assume that this is the sort of situation the framers 
of these Proposals had in mind, there is much to be said for including 
this alternative set of criteria for the establishment of an intergovern- 
mental commodity agreement. Certainly some provision needs to be 
made for handling cases like tin, in which the whole economy of a 
country may be seriously affected by a restoration of competition too 
suddenly and without a previously prepared and executed plan for the 
development of alternative employments for the labor involved. 

There are, however, two questions to be raised with regard to the 
interpretation of this second set of requirements. It is, of course, im- 
portant to note that the widespread unemployment, which is the pr- 
mary basis for including this case, must be “unrelated to general busi- 
ness conditions.”’ This is important, as it certainly is not desirable that 
restrictive intergovernmental commodity agreements should be em- 
ployed as a sort of international NRA program to raise the prices o! 
primary products in periods of depression. It is not clear, however, how 
widespread the unemployment must be. In the case of tin, for example, 
it is quite likely that a restoration of competition in this industry might 
result in a net increase of employment for the industry the world over, 
even though considerable unemployment did develop in the Bolivian 
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industry. Probably those who framed the Proposals meant by “wide- 

spread unemployment”: widespread unemployment in respect of the 

industry concerned in one or more countries on a scale such as to affect 

sriously the whole economy of that country or those countries. It 

would, however, be desirable that this matter of interpretation should 
larified. 

Another question is whether the widespread unemployment must be 
nermitted to develop before action may be taken, or whether it might 
not be forecast with some assurance that it would take place in the 
absence of some action to the contrary, and a plan formulated and put 
into effect so as to prevent the widespread unemployment from develop- 


- 


return now to the review of the rules governing the procedure for 
ringing an intergovernmental commodity agreement into being, it will 
be recalled that the second rule provides three conditions which must 
e fulfilled, the first two of which have now been discussed. The third 
idition is that there should first be: 

Formulation and adoption by members of a program of economic adjustment believed 

e adequate to insure substantial progress toward solution of the problem within the 

nits of the agreement.” 

This condition is a highly desirable one. An intergovernmental com- 
modity agreement which is not based on some fairly concrete plan, 
agreed to by the member nations, for solving the problem which oc- 
-asioned the agreement is likely simply to perpetuate an uneconomic 

tuation at the expense of consuming countries. The prewar intergov- 
mmental commodity agreements were in general defective in this 
regard. In the case of the rubber agreement of 1934, it is true, new 


is, but at the same time high-cost production was protected at 

» expense of low-cost production.” 
In some cases the program of economic adjustment will need to be 
erned primarily with the gradual and orderly liquidation of excess 
stocks, as is perhaps the case with wool. In other cases, the program 
1eed to include changes in the domestic policies of member countries 
—the removal of export subsidies, the reduction of tariffs, alterations 
n preferential arrangements, restriction of grower subsidies, for ex- 
ample. In some cases there will need to be a more elaborate plan calling 
‘or the gradual but permanent reduction of the output of the commodity 
juestion by one or more sources of supply. In those cases in which 
ymmodity is an important one in the economy of a high-cost pro- 
sr country—and this is likely to be the typical case—a gradual re- 


posais, Pp. 22. 


L. Yates, Commodity Control, pp. 126-127. 


intings were restricted with a view to reducing an alleged burdensome 
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duction in that country’s export quota or production of the commodity 
will have to be accompanied by the development of alternative indus. 
tries. In the case of less developed countries, there probably will be 
occasion for collaboration between the International Trade Organiza. 
tion and the International Bank for Reconstruction and Development 
in order that a feasible plan may be formulated and financed. In the 
case of other countries, capable of financing their own development, the 
principal problem will be that of inducing a change of domestic policy 
on the basis of its international desirability. 

In this connection, note should be taken of the companion rule, ap- 
plicable to the operation of intergovernmental commodity agreements, 
that increasing opportunities should be afforded “for satisfying world 
requirements from sources from which such requirements can be sup- 
plied most effectively.’”"* This rule clearly indicates the nature of the 
plan of adjustment which those who framed the Proposals had in mind. 
During the lifetime of a restrictive commodity agreement, the necessary 
steps are to be taken for whatever readjustment of the conditions of 
production might be required to make the commodity agreement even- 
tually unnecessary. 

Admittedly this requirement will make it difficult to negotiate inter- 
governmental commodity agreements. No country is likely to welcome 
participation in an agreement involving a permanent reduction in its 
exports or production of a commodity important in its economy. Furth- 
ermore, in cases in which unwise domestic policies have been in part 
responsible for the development of a burdensome surplus situation, 
there will be the far from inconsequential difficulty of inducing the gov- 
ernments responsible to correct their domestic policies.” These difficul- 
ties are not insuperable, however, and certainly will never be overcome 
until they are squarely faced by governments. If efforts directed to the 
expansion of world incomes and employment should be even moderately 
successful, the occasions calling for restrictive intergovernmental com- 
modity agreements will be relatively few, and the facility with which re- 
lated adjustment plans will be accepted may be relatively great. In the 
absence of a fairly high general level of prosperity, however, there is 
less hope of obtaining adoption of plans for the correction of maladjust- 
ments of commodity production. Nevertheless, if it should be necessary 
to choose between a restrictive intergovernmental commodity agree- 
ment with no adjustment plan, and no restrictive intergovernmenta! 
commodity agreement at all, there does not now appear in prospect any 


14 Proposals, p. 22. 

‘S Tt should be noted, however, that in some cases a correction of the domestic policy may 
obviate the necessity for the country sacrificing its former share of the export market for Le 
commodity. This may be the case in the United States with respect to cotton. 
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to warrant acceptance of the former alternative. 

be It would, however, be unwise to interpret too strictly the provision 
that the program of adjustment should be believed adequate “to insure 
substantial progress toward solution of the problem within the time 


. limits of the agreement.”” Some of the problems for which commodity 
* agreements are likely to be proposed have their roots sunk deeply in 
cy fm the conditions resulting from World War I, and they have been aggra- 
: vated by the policies of national self-sufficiency of the interwar period 
p eee the unwise national policies designed to deal with the depression 
ts f the thirties. In some cases the expectation of any progress at all to- 


iq ] ward a solution in a period of five years would be justification for per- 
mitting a trial of an intergovernmental commodity agreement. The 


he ( important requirement is that there should be a plan for correcting the 
i¢. conditions of production, agreed to by the participating nations, and 
ry §@ that this plan should include an agreed time schedule for putting it into 
of chect. 
=. The third rule governing the procedure of instituting an intergov- 
ernmental commodity agreement is: 
er- Intergovernmental agreements involving the limitation of production or exports or the 
allocation of markets in respect of fabricated products should not be resorted to unless the 
me rganization finds that exceptional circumstances justify such action. Such agreements should 
its be subject to the principles set forth in this Chapter, and, in addition, to any other require- 
th. ments which the Organization may establish. 
art The purpose of this rule is clear. If under the second rule intergov- 
on, |e crumental commodity agreements had been permitted only in the case 
ov: f burdensome surplus situations, this third rule would not be neces- 
ul- @M sary, as it is highly unlikely that any fabricated commodity could meet 
me he requirements of the first set of limitations. Since, however, a second 
the #™m set of limitations has been provided which, it is suggested, are primarily 
el} lesigned to provide for agreements in the case of certain minerals, and 
m- fm since this second set of limitations might admit fabricated articles as 
re- fam well, the Proposals include a third rule designed to exclude fabricated 
the Mm products in the absence of exceptional circumstances. 

Although it is true that the close of the war finds many important 
ist manufacturing industries (particularly in the United States, Canada, 
ary 2nd Great Britain) with excess capacity for peacetime production of 
ee- MB Far products, the hardship likely to result from this situation is not com- 
ital MH parable with that likely to occur in the case of some of the primary prod- 
any icts. Many of the plants are owned by the government; and in the case 


ot privately-owned plants a high proportion of their value may have 
my §@@ Ocen written off during the war period. The principal problem is that of 


roposals, p. 22. 
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-ommodity situation sufficiently serious, in this writer’s opinion at least, 
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the shifting of labor to peacetime industries for which the demand 


high, and this is a problem for which, in the case of manufactures, th: Hi *° | 
device of the intergovernmental commodity agreement appears neithe: fe) 
necessary nor desirable. adv 
It is principally in the case of manufactured products that there js fe 2" 
some danger of the intergovernmental commodity agreement being I 
used as a means of circumventing the proposed policy of curbing re. HY" 
strictive international business arrangements. Since there appear fey T 
if any cases in which the public interest would be served by restriction IM... 
schemes with respect to manufactured products, this third rule appears I © 
to be justifiable on its merits, and in addition would provide some pro- I 
tection to the policy of curbing private cartel arrangements. basi 
Those who have framed the Proposals have been wise, however, in J use 
leaving room for the treatment of exceptions to this rule. Such ex. avo 
ceptions may arise in the case of fabricated products which are very J com 
close substitutes for primary products, as is the case with some of the T 
synthetics. If for example it should turn out to be desirable to have an J sent 
intergovernmental commodity agreement with regard to natural rub- # rule 
ber, a burdensome surplus of which certainly is in prospect a few years J nati 
from now if any large proportion of synthetic rubber production is main- & try 
tained, it may prove desirable to include the synthetic product within % note 
the scope of the agreement. Similarly, an intergovernmental commodity J sent 
agreement with regard to nitrates should probably include within its ™ alth 
scope the synthetic as well as the natural product. It is doubtful, how- # ngh 
ever, whether an intergovernmental commodity agreement with re. nati 
spect to cotton or wool should include the substitute synthetic fibers. @ ernn 
Each case would have to be considered on its merits. the 
It may be concluded that the rules set down in the Proposals for gov- § proc 
erning the institution of intergovernmental commodity agreements (o nte 
promise to limit very considerably the possible use of such agreements M tant 
as a means of circumventing the policy of curbing restrictive cartel ar Mi reas 
rangements. relat 
2. Rules to Govern the Operation of Agreements. There remain to be J Stat 
considered the rules set down in the Proposals for governing the opera Hi men 
tion of an intergovernmental commodity agreement once it has been Mi duri 
brought into being. ship 
There are four such rules, the first of which simply provides for the J prob 
accession to the agreement of any member of the Organization “on i 4voi 
terms not less favorable than those accorded to members parties Mi som 
thereto.””"” This is the counterpart of the first rule, mentioned earlier, Tl 
governing the establishment of a commodity agreement. Both rules art H& peri 


designed to insure that all interested countries will have the opportunity 


17 Proposals, p. 22. 


INTERNATIONAL CARTELS 729 
ind is 
S, the 
either 


to participate in any control plan for a commodity of concern to them. 
The rules are therefore necessary. Unfortunately they do have the dis- 
advantage that their application is likely to make control councils large 
and somewhat cumbersome. 

The second rule to govern the operation of commodity agreements is a 
very important one: 
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The members adhering to such agreements which are largely dependent for consumption on 

rts of the commodity involved should, in any determinations made relating to the regula- 

ti a f prices, trade, stocks, or production, have together a voice equal to those largely inter- 
ested in obtaining export markets for their production." 


It is to be hoped that the participation of consuming countries on a 
basis of equality with producing countries may serve to prevent a mis- 
use of the power to regulate prices, trade, stocks, or production, and to 
avoid the abuses of this power of which some prewar intergovernmental 
commodity agreements were guilty. 

There has been some past experience with consumer country repre- 
sentation, although in no case to the full extent required by this second 
rule. The International Rubber Regulation Committee and the Inter- 
national Tin Committee made use of advisory panels of consumer indus- 
try representatives from different consumer countries. It should be 
noted, however, that these representatives were not genuine repre- 
entatives of consumers but of processors, and that they had no vote, 


er, in 
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in its (™ although it is clear that they did exercise considerable influence of the 
how: fm nght kind on the decisions of the Committees. In the case of the Inter- 


h re- 
ibers 


national Tea Agreement, which is not, however, strictly an intergov- 
ernmental agreement, the relatively satisfactory results obtained under 
the agreement are attributed in part to the fact that “the principal 


r goy- fm producers and consumers of tea are both British.’’® In the case of the 


its do MM Inter-American Coffee Agreement, the United States, the most impor- 
ments #™ tant consumer country, has been a participant. Although for obvious 
el ar- @ reasons connected with the politics of the “good neighbor” policy a 
relatively high price ceiling for coffee was established in the United 
to be MM States in December, 1941, the operation of the quotas under the agree- 
ypera: J ment was not permitted to force the United States to raise this price 
been #™@ curing the war period, although it is doubtful how much our member- 
ship in the agreement contributed to this outcome. Our membership 
yr the MR probably did facilitate intergovernmental arrangements designed to 
1 “on MM avoid a short supply of coffee in this country, however, and thus served 
arties > Somewhat to protect consumer interests. 
arlier, There are several difficulties which are revealed by this limited ex- 
es alt MM perience with consumer country participation in commodity agree- 
unity @™ ments and which cannot help but temper somewhat the expectations of 


Proposals, p. 22. 
'V. D. Wickizer, Tea under International Regulation, p. 121. 
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beneficial effects to be anticipated from the proposed rule with regard 
to consumer country participation. First, there is the fact that the goy. 
ernment of a country “largely dependent for consumption on imports of 
the commodity” may nevertheless be significantly influenced by pro. 
ducer interests if nationals of the country have important financial inter. 
ests in enterprises operating in producer countries (which are sometimes 
dependencies of consumer countries). For example, the United Kingdom 
and the Netherlands would qualify as consumer countries as partici. 
pants in an intergovernmental rubber agreement, but if the history of 
the International Rubber Regulation Committee is to be taken as indie. 
ative, both of these countries would in fact exert their influence in behalf 
of the interests of producing countries at least as strongly as in behalf 
of the interests of consuming countries. It would follow that if produc. 
ing and consuming countries were to be given equal votes, and if some 
consuming countries frequently if not regularly voted with the produc- 
ing countries, the desired balance between the two groups of interests 
would be upset in favor of the countries favoring restriction. 

It must be recognized, second, that even in a consuming country 
which does not have a financial interest, through its nationals, in the 
production of the primary product, the government’s attitude towards 
policy under the agreement may nevertheless fail to represent the ulti- 
mate consumers’ interest, but instead may be predominantly influenced 
by the interest of its processing industry. The reply might be made that, 
just as the ultimate consumer is interested in a low price for the finished 
goods, so the processor is interested in a low price for his raw material 
The latter statement, however, is only partly true. To the processor 
the cost of his raw material is frequently a relatively small element in 
the total cost of his product, and he is likely to think of himself as able 
to pass on to the consumer, within limits, an increase in the price he has 
to pay for it. He is likely to be more concerned with the stability than 
with the height of the price of his raw material, since in such industries 
as the rubber goods industries he necessarily has considerable sums in- 
vested in inventory at any one time. Hence he particularly dislikes de- 
clines in the price of his raw material, and will be quite reconciled to 
paying a price somewhat higher than the competitive price might be, 
if in return he can count on stability of this price, particularly on the 
downward side.”° 

A third danger is that the consumer country representatives will i1 
any event be relatively ineffective because of their inability to obtain 
reliable information as to the true conditions of production, costs, elas 
ticity of supply, and other matters involved in judging the need for re- 
striction. Certainly, there must be little hope that consumer represents 


* Cf. K. E. Knorr, World Rubber and Its Regulation, p. 174. 
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tion will be effective in tempering the excesses that have characterized 
past international commodity controls unless the International Trade 
Organization assumes the responsibility of conducting independent re- 
search with regard to conditions of production and provides the con- 
sumer country representatives as well as the producer country repre- 
sentatives with the fullest possible information upon the basis of which 
to formulate commodity policy. 

Fourth, there is the danger that, if something like an equal balance 
is obtained between producer and consumer interests on the commodity 
control, there will repeatedly be deadlocks, with corresponding delays 
in arriving at decisions on questions of commodity policy. If these dead- 


! locks and delays should occur frequently, it is quite possible that the 


commodity agreement would become ineffectual and finally break down 
entirely. 

These admitted difficulties to be anticipated in the operation of com- 
modity agreements with balanced producer-consumer country repre- 
sentation should not be taken, however, as a basis for abandoning this 
rule. The rule is a good one, and probably constitutes the best available 
safeguard against the possibility of intergovernmental commodity agree- 
ments developing the undesirable attributes of private cartel arrange- 
ments. The difficulties cited above are surely not insoluble, and in time 
international collaboration through the International Trade Organiza- 
tion will no doubt develop techniques for meeting them. 

The third rule governing the operation of commodity agreements is: 

The agreements should, when necessary, contain provisions for assuring the availability 
of supplies adequate at all times for world consumption requirements at reasonable prices. 

This requirement clearly is not a requirement that every intergov- 
ernmental commodity agreement should include provision for a buffer 
stock plan. Nothing, in fact, is said in the Proposals about the desirabil- 
ity of stability of price; and this is rather surprising, since stability of 
price is frequently a prominent objective in the minds of proponents of 
commodity agreements. The omission of stability of price as an objec- 
tive strengthens rather than weakens the Proposals, however, since it 
leaves the full emphasis upon the anticipated postwar problem of bur- 
densome surplus and possible unemployment in those primary products 
industries which have been greatly stimulated by war demands. 

The requirement that agreements should, when necessary, contain 
provisions for assuring adequate supplies for world consumption require- 
ments at reasonable prices is designed to protect consumer countries 
irom actual want or from abnormally high prices in the event of crop 
failures or badly mistaken demand forecasts by a commodity control 
committee. In effect, this requirement says: if a commodity control 


* Proposals, p. 22. 
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committee has the power to restrict world production of a commodity 
before it exercises this power it must accumulate sufficient reserves, 9; 
see to it that they are accumulated, so that if a bad harvest occurs, ori 
it makes a mistake and restricts production too much, consumer coup. 
tries will not suffer seriously for the mistake. This requirement, like th: 
preceding two, serves to protect consumers, and constitutes a further 
safeguard against the commodity agreement becoming a cartel-like 
restriction scheme. 
The fourth rule for the operation of commodity agreements is: 


The agreements should, with due regard to the transitional need for preventing serious eco. 
nomic and social dislocation, make appropriate provision to afford increasing opportuniti« 
for satisfying world requirements from sources from which such requirements can be supplied 
most effectively.” 


This rule has further reference to the adjustment plan, the require. 
ment with respect to which was fully discussed earlier (supra). 

3. Miscellaneous Rules. There are additional requirements, all of 
them designed to prevent the intergovernmental commodity agreement 
from operating contrary to the public interest: the initial term of an 
agreement to be limited to five years; renewal of an agreement to be sub- 
ject to the same rules as those applicable to a new agreement, and to the 
additional rule that either: “‘(a) substantial progress toward a solution 
of the underlying problem shall have been accomplished during the ini- 


tial period of the agreement or that (b) the renewed agreement is » 
revised as to be effective for this purpose”; review of all existing inter 
governmental commodity agreements by the International Trade Or 
ganization; provision by members of all requisite information regarding 
existing agreements; and full publicity regarding all proposed agree- 
ments, the operation of all agreements, and the nature of adjustment 
plans adopted. 


Conclusion 


These requirements for the institution and operation of intergover- 
mental commodity agreements with restrictive powers, if accepted by 
the member nations of the proposed International Trade Organization 
and if rigorously applied, would certainly serve to prevent such agree: 
ments from being utilized as a means of circumventing the proposes 
policy of curbing restrictive cartel practices. They should also serve t 
prevent the powers to restrict production or trade, and to control stocks 
or prices, from being used for the short-run profit of producer countries 
without regard for the interests of consumer countries and without any 
corrective measures directed to the solution of the problem that gave 
occasion for the agreement. 


2 Proposals, p. 22. 
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In a few respects, the requirements need to be clarified: 
|. The “burdensome surplus” requirement should be revised to per- 
mit an agreement which in other respects satisfies the conditions even 
though “widespread distress” has not yet developed, provided that 
there is a demonstrable probability that it will develop unless inter- 
sovernmental action is taken. 
2. In the case of the “widespread unemployment” requirement, it 
should be made clear that what is meant is widespread unemployment 
in respect of the industry concerned in one or more countries on a scale 
such as to affect seriously the whole economy of that country or those 
untries. 
As in the case of the “burdensome surplus’ requirement, the 
videspread unemployment”’ requirement should be revised to permit 
an agreement which in other respects satisfies this requirement even 
igh widespread unemployment has not yet in fact developed, 
vided that it can be forecast that it will develop in the absence of 
tion to the contrary. 
4. It would be unwise to interpret too strictly the provision that 
the program of adjustment should be believed adequate “‘to insure sub- 


the agreement.” 

One suggestion for strengthening the requirements is that more at- 
tention than is now given in the Proposals should be given to the relation 
between commodity agreements for the purpose of conservation and 
the policy of curbing restrictive cartel arrangements.” It would appear 

ly desirable that rules should be drawn up governing the institution 
nd operation of conservation agreements with a view to preventing 
their abuse, or their use as a means of circumventing the proposed 
policy of curbing private international business arrangements. For 
example, it might prove desirable to limit such agreements to “fugitive”’ 
resources if they make use of quotas, or restrictions on exploitation, 
catch, or season; they might be made open to accession by any inter- 
ested country, including consumer countries; and it even might be con- 
sidered wise to require, as in the case of other restrictive commodity 
arrangements, that consumer countries should have a voice equal to 
hat of producer countries in determining limits on production. 


The close relation that can exist between a commodity agreement whose main purpose is 

n and a private cartel arrangement may be illustrated by the case of the American- 

idian agreement with regard to the conservation of Pacific halibut resources. Under this 
ment an International Fisheries Commission regulates the industry in the interests of 
ition. Side by side with the Commission there exists an industry-created Halibut Pro- 

n Control Board, which is said to be “essentially a cartel of the American halibut indus- 
erating with the unofficial approval of the Commission and with the co-operation of 
inadian interests.” S. v. Ciriacy-Wantrup, “International Co-operation in Conservation 
icy,” World Economics, III (1945), 6. 


stantial progress toward solution of the problem within the time limits 
ini- 
is 
nter- 
Or. 
rding 
gree- 
nent 
1 by 
ition 
et 
OCKS 
ries 
an} 


734 AMERICAN ECONOMIC ASSOCIATION 


The question has also been raised from time to time in this discussion 
as to whether the various rules proposed for regulating intergoverp. 
mental commodity agreements were practical. Although there ar 
obviously serious difficulties to be overcome in the development oj 
techniques for collaboration between producer and consumer countries, 
and in the formulation and execution of plans for eliminating the roo 
causes of commodity problems, there is no reason to believe that thes 
difficulties are insuperable or that they cannot be met satisfactorily as 
governments acquire further experience in working together for the 
solution of common problems. 
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THE ECONOMIC MAN AFFECTS A 
NATIONAL ROLE 


By WALTON H. HAMILTON 
Yale University 


The great task of the social disciplines is to keep the fictions through 
which they operate within hailing distance of reality. All that is material 
passes; it is only the intangible which can aspire to being a durable 
zood. It is easy enough to transmute the expediency into the principle— 
to enthrone the passing usage as an immutable law. It is hard to reduce 
the eternal verity to the concrete and the finite—to cause the incorrupt- 
ible to put on corruption. 

This urge to escape the here and now inheres not in the stuff we 
study but in the academic craft we practice. The things we seek to 
explain—or manipulate—or control—are too big and far off and strange 
to be encompassed by our observation; so, by the use of the sort of 
laborsaving devices which are the intellectual’s stock in trade, we turn 
the phenomena we study into mind-pictures which are simpler, truer, 
and far duller than the objects they profess to describe. The range of 
fictions, in the absence of which we would all be men without a trade, is 
as broad as the social studies. The law operates on the basis of presump- 
tions, which when once accepted cease to bother; its phrases, taken from 


ithe vortex of life, tend in time to be frozen into “terms of art.” The 


ly of government postulates an operation of agencies of state which 

is shorthand for a multiplex of political processes. And it is only by the 

divine gift of hypotheses that we are able to contrive an account of the 

operation of a national economy, whose colorful, shifting, and multiplex 
variety is today largely unknown. 

The use of such simple substitutes for a stubborn reality is as danger- 

ous as it is necessary. The ad hoc, the expediency, the instant judgment, 


}translated into abstract language take on the qualities of the durable 


and the universal. The specific origin and the concrete stuff of which it is 
made tend to be forgotten; and as postulates upon which systems of 
thought rest, they acquire the strength of articles of faith. To question 
assumptions would be to threaten great structures of knowledge; and 
men of learning cling firmly to the equities in intellectual property with 


are generally analogues; that the finite which is generalized is a mere 
lraction of a far from uniform actuality; that a different concrete situa- 


| tion would have touched off another stream of doctrine. The phenomena 


we explore change; it is decades or even centuries before the abstractions 


into which they are cast by the mind lose their force. A great source of 
our current confusions is that we observe our culture through the 


}woich they have been vested. It matters not that basic presumptions 
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darkened lenses of fictions which reality has forsaken. It is not that 
ancient verities have ceased to be true. They all—if nimbly wrought— 
possess a timeless and otherworldly sort of veracity. Thus, like a dem. 
onstration in Euclidian geometry, the rule of proximate cause, the doc. 
trine of separation of powers, the marginal theory of price are as valid as 
the assumptions from which they are deduced. It is rather that such 
formulations are irrelevant—or even mischievous—when projected into 
situations utterly alien to the concretions where their original raw ma. 
terials were. A catalogue of fictions, once grand and useful, now drifting 
away from reality, can be made as comprehensive as you will. For fact 
departs and fiction lingers; and among the most backward of our arts js 
that of creating fictions which are not necessarily true and better, but 
of a certainty more relevant to the employment to which today we 
must put them. 

A striking instance in which there is need to endow the intangible 
with the mortality of the tangible is the corporation. The “collect”— 
as Saint Paul would say—is always with us; and, as far back as we have 
records to give an incorrect account of what went on, groups of individ. 
uals have been accustomed to act as if each was a single person. Al- 
though the ancients and Roman law and Holy Church knew the corp- 
oration—that is, a severalty of persons acting as a single corpus or body 
—the concept as we are accustomed to apply it to a business venture 
came late into Anglo-American law. When an enterprise came to be of a 
size to tax the resources of an individual or of the few who were willing 
to entrust their own capitals to a common fortune, the norm of limited 
liability was brought to the rescue. The honorable company was char. 
tered into being to promote mercantile derring-do on a grand scale. The 
companions were gathered, the articles drawn, ships sent to alien lands, 
“the things good cheap here” exchanged for the things dear here but 
good cheap overseas. And all was done for the good of the realm and in 
the name of the worshipful company. 

The common law is the law of the person. Its actions are betweet 
persons; its norms are for personal conduct; the guilt it finds is personal; 
the penalties it visits are upon persons. The common law is a creation 
out of the materials offered in thousands of cases by a host of judges 
over centuries of time. Its novelties are usually insidious rather thai 
contrived inventions. And this common law was compelled to find 4 
place for the corporation before its character stood revealed or the sig- 
nificant place it was destined to occupy in the economy could be 
known. It was out of the question to elaborate a code of corporation 
law; for that is not the way the legal web is woven, and besides such 4 
venture would doubtless have turned out to be as futile as the attempt 
of the law to drive forward a priori usually proves to be. The law 
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resorted to the easy and reasonable short cut of expediency. It called 
the corporation “a person,” thus making the law in respect to the person 
the law in respect to the collect. So, without fuss or ado, it had a body of 
law ready-made to serve as cases might happen to come along. It might 
in instances not fit, but adaptation to changing circumstance had always 
been the genius of the common law. 

The analogue, upon which an intricate legal code was built, turned 
out not to be the happiest of choices. The person is a human sort of 
biological organism, full of the weaknesses to which flesh and blood are 
heir, and blessed with the capacity to shuffle off the mortal coil. The 
corporation had no heart to be wrung, no body to be thrown in jail, no 
soul in mortal peril of being cast into hell. The person corporate draws 
its legal life from a sheet of paper. At its very birth it is deemed to have 
reached years of discretion. If in origin “domestic” it starts life as a 
mature being; if an tmmigré, it has to submit to no probationary period 
hefore taking out its second papers. It is endowed with a host of bio- 
logical traits to which no son of Adam could ever aspire. Like the 
amoeba, it can in a twinkling resolve itself into two corporations; like 
the queen bee’s mate it can, living only for one brief moment, exhaust 
its life in a single creative act; like the phoenix, it can cease to be yet 
resurrect itself from its own ashes. It can, like a player on the stage, 
assume the person of many characters. It can in fact appear as any 
number of persons and at will shift from one personality to another. 
Nor does it, like you or me or Henry VIII or Banquo’s ghost, have to 
remain itself. It can, like a celestial host, spiral itself into a hierarchy of 
corporations; and, like an amorphous spirit, fuse itself with other corp- 
orations in such a way as to confuse its own integrity. It can at any 
moment be alike one and many, remain itself or give way to a successor, 
demonstrate the truth of the resurrection, and present to the law 
which attempted to grapple with it the evasive identity of the angel 
with whom Jacob wrestled all night yet of whom he could get no hold. 
Such is, at least by random sample, a little of what the common law let 
itself in for by calling the corpus a person. 

Along many fronts trouble was in course of time to break. As a person 
the corporate entity was entitled to a local habitation and a name. 
Names came easily; the habitation was to be reached only by a manipu- 
lation of legal concepts. The offices, the plants, the outlets of an enter- 
prise corporate are easy to discover; but only the law with its proper 

rocess can come upon the habitat of the corporate soul. If the rule of 
“ome man, a single domicile’’ holds for the person artificial as well as 
for the person natural, it would seem that the dwelling place of the 
corporation is the market. But the law, although it spiritualizes the per- 
son, cannot authenticate the locale. So the judicial quest for the place 
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where the corporation hangs it hat becomes a search for a jurisdiction 
which can be placed on the map. A natural person is migratory, while 
the identity of the person corporate is pervasive. Natural persons are 
accustomed—without being embarrassed by the law—to change their 
domiciles; and there are established procedures by which they can 
doff the citizenship of one state and don that of another. An artificial 
person, however, is presumed to abide all its days in the place of its 
birth. If it aspires to a new allegiance, it must surrender its birth certifi- 
cate—there will, curiously enough, be no charge of corporate suicide 
—enter the womb of some national mother and be born again. It may, of 
course, take on a new life without yielding up the old one; and the two 
persons, identical in all save citizenship, are of no kin to each other by 
lineage. 

The answer to the legal question of the habitat—the citizenship if 
you will—of the corporation has not been deliberately contrived. At 
the beginning it rested upon a little inquiry and a lot of the kind of pre- 
sumption which was good common sense. Our early American judges, 
confronted by the corporate entity did not directly make an individual 
out of the collect. Instead they recognized the corporation as a device 
through which creatures of flesh and blood carried on. Today jurists, 
without batting an eye, recite that the corporation is a person resident 
within, domiciled in, or even a citizen of, the state of the union from 
which it draws its charter. But such a current fiction is shorthand for an 
ancient judgment which was far more realistic. The earlier holdings 
were that the political allegiance of the corporation followed—or re- 
flected—the political allegiance of its stockholders. And, in those days 
when enterprises were small and venture capital inclined to stay at 
home, inquiry showed that the shareholders, few in number, were resi- 
dents of the state from which the collect had acquired its charter. Such 
a presumption, established upon fact, was preserved in its pristine pur- 
ity because it made for ease and simplicity in judicial administration. 
For as corporate ventures ceased to be bound to their native soil and 
came to treat state boundaries as if they did not exist, judicial inquiry 
refused to follow. It was difficult—if not quite impossible—to look into 
the political allegiance of all the stockholders of a far-flung corporate 
imperium. Besides, such a search would doubtless show that they were 
citizens of many different states. Then how could the body corporate 
be nailed down to a single place? So, shuddering at the prospect of utter 
confusion, the wisdom of the law met the occasion with a nimble in- 
vention—and presumed that all its stockholders lived in the state 
whence the corporation drew its life. It is thus not its charter which 
gives to this great spiritual entity its terrestial home. It is an act of 
“judicial contemplation,” which by moving a host of persons out of 
many states into one, that the trick is done. 
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The result has been to ease the work of judges and bring peace to the 
courts. But the emerging fiction, which with the decades drifted further 
and further from fact, was to provoke great busyness within the legal 
craft. For persons of flesh and blood, by resort to the arsenal of corpo- 
rate devices, have been able to select the legal habitat which is most 
hospitable and at the same time to conduct business at the same old 
stand. Thus for a time New Jersey became a haven of refuge for the 
persecuted incorporate who nevertheless, while seeking sanctuary, in no 
way abated its secular activities. And when that state lapsed from the 
role of good Samaritan, Delaware came to bestow its sovereign protec- 
tion upon charted outcasts abounding in a good will which could be 
capitalized. A census of souls corporate would doubtless reveal Wilming- 
ton to be the most densely populated city in the land. 

Such usages of a modern charity have given an engaging vitality to 
the law reports. We read, for example, of a famous bout at law between 
a Mrs. Emma Jensen, a denizen of the Bowery in New York City, and 
the Southern Pacific Railroad, a citizen of the commonwealth of 
Kentucky—possibly a devotee of the mint julep, probably a colonel on 
the governor’s staff, assuredly a Christian gentleman—who “operates 
a railroad running from New Orleans, Louisiana, to San Francisco, 
California, and maintains a branch office on the docks” of New York. 
And the presumption, established of old, allows a son of Adam to trans- 
port himself in spirit to another state while his physical body remains 
at rest and thus permits him to claim legal privilege which otherwise 
he could not assert. The classic example, as set forth in reports of the 
Supreme Court, is the tilt between the rival taxicab companies. Brown 
and Yellow had an exclusive contract with the railroad to serve the 
station at Bowling Green, and sought an injunction against Black 
and White. But the law of Kentucky said an “exclusive contract’’ was 
a monopoly, and the courts refused to grant the writ. Thereupon the 
owner of Brown and Yellow, who up to that moment had been content 
with the personality which God had given to him, resolved to exchange 
it—at least for business purposes—for another made to his order by a 
“foreign state.”” So—not in the flesh, but through the alter ego of his 
lawyer—he made a journey to Nashville and returned in the sight of the 
law a citizen of Tennessee. Then, claiming that as an alien he might not 
be accorded justice in a Kentucky tribunal, he instituted suit for an in- 
junction against his rival in the federal court where, as the Supreme 
Court held, the decisions of the state court need not be followed. The 
obvious subterfuge was too much for the minority of the bench and a 
few years ago was indignantly repudiated by the Court which made it. 
And a series of counterfictions have been invented and put to work 
which limit—even if they do not counteract—the harm done by the 
major fiction of the habitat of the corporation. But, in spite of an in- 
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genious display of legal crochet work, it still remains true that, whereas 
the taking of the monastic veil means to withdraw from the world 


the taking of the corporate veil means to step out into it. 


The capitalization of legal fictions by business enterprise is thus def. 
nitely invited. The managerial group is well aware that these corporate 


estates are not to be dealt with as they are but as they appear to the 
hypothetical eye of the law They can in general ride forth wearing the 
corporate mask which promises to make the pursuit of gain most lawful, 
Thus you and I and Robin Hood and Saint Dives, all citizens of Con. 
necticut, may under the laws of that commonwealth organize a Con. 
necticut corporation to do business in Connecticut. Or, at our pleasure, 
we domestics may seek a charter from Virginia, and operate in our own 
state as a foreign corporation. Or Ford Morgan, Sosthenes Mellon, 
Rockefeller Jones, and Long John Silver, all residents of Missouri, may 
arm themselves with letters of marque and reprisal from Delaware to 
exploit the good people of the District of Columbia. Or their own corp- 
oration, or our own company of gallant and predatory adventurers, may 
with charter at hand descend upon the guileless innocents of Texas 
and Rhode Island. In a word, in our corporate capacity we may operate 
either as natives or as foreigners; and they in their corporate capacity 
may operate among us as foreigners or as natives. Nor is the indefeasible 
right to choose your own corporate vestments seriously abridged by the 
laws of the several states which specify that a certain number of the 
incorporators are to be native or naturalized citizens. For dummies can 
be found to fill all such ceremonial roles; and, again by the benevolence 
of an appropriate fiction, all such dummies are as it were persons in the 
sight of the courts. Thus the law is satisfied; enterprises are operated 
as if it did not exist; the great ceremonial heals all cleavage between the 
law’s command and the law’s violation. 

Nor is foreign commerce to be denied the efficacy which obtains in 
commerce among the several states. A far-flung corporate imperium 
goes native by taking out a charter, and becoming a new and different 
person, in every country in which it does business. Another of like 
structure seeks insurance against the vicissitudes of domestic politics 
by entering the countries in which it does business as a national of 4 
country too mighty to offend. The two industrial empires represen! 
much the same patterns; the groups who control them differ only 
Tweedledums from Tweedledees; yet to the law they present radically 
different appearances. It is not on record that the dominant intent 0 
the Pharaohs was to enlighten international lawyers; but the pyramic 
ing of corporations has today become a fine art. A large mine in Tim 
quay is owned and operated—not by a Timquayan but—by a Delaware 
corporation, which is ‘a wholly owned subsidiary” of a Panamania 
corporation, which is a wholly owned subsidiary of a French corpor 
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tion, which is a wholly owned subsidiary of a Nevada corporation, 
which is a wholly owned subsidiary of a British corporation, which is a 
wholly owned subsidiary of a Brazilian corporation. There is no use to 
continue this singsong; the corporate version of this-is-the-house-that- 
Jack-built is a theme upon which attorneys can write endless variations. 
Nor is the phrase “wholly owned” of any real significance. It can be 
materially compromised without putting corporate dominions in serious 
jeopardy. In fact the best legal taste condemns the merging of corporate 
identities in so crude a way. Said an empire builder, new style, to his 
legal staff, “Forge these corporate ties in so intricate and circuitous a 
way that no court in the world can unravel the network.” 

As a consequence, the law, public control, diplomacy grasp at reality 
and grab an evasive as-if. A certain rich man as an anatomical entity 
is a citizen of the republic of Titania. In his corporate capacity he is a 
citizen of Delaware. He is the leading stockholder in the Platinum Min- 
ing Company, which operates only within his native country. In his 
sovereign capacity, save on the occasions when control is momentarily 
lost by revolution, he is the government of Titania. Now in down-to- 
earth terms, his relations in whatever capacity with his own govern- 
ment are strictly a domestic matter. But if he wraps his affairs in a cor- 
porate veil—one carefully selected is enough, though the classic seven are 
available—the subject becomes a concern of foreign policy. And if his 
corporation is by his own political state exposed to the kind of harass- 
ments we call public control, he can enlist the protection of the country 
of which he has become a corporate national. Thus the actors on the 
economic stage may, at their pleasure, operate in any land either as 
lomestics or as aliens. They may, of course, shift roles as convenience 
warrants; or, by assuming multiple corporate identity, they may at 
nce play a double or a multiple part. 

This arsenal of ingenious devices did not just grow. The series of 
inventions is the product of the recent return to nationalism. Although 
its usages can be traced back as far as you care to go, as a grand strategy 
it is largely the creation of the era between the two wars. The pursuit 
of gain, sayeth the prophet, goeth where it listeth and is not to be 
stayed by such an affair of the mind as a political frontier. If an enter- 
prise in native garb is stayed, it will adopt any old disguise which will 
get it across the border. It obligingly adapts its corporate clothes to the 
latest whims of a neo-mercantile world of tariffs and embargoes and 
blocked currencies. Nor has business enterprise, now that nations are 
prone to war, lost its passion for survival. The genuine pecuniary im- 


presario is a money-maker before he is a Rooshian, French, or Proosh- 


ian, or even American or Briton. The severities of the political map are 
to him not objects of patriotic devotion but obstacles in the game of 


gain which he plays. The wisdom of his trade demands that he insure 
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himself against those social upheavals which in his contracts he sets HP dom 


down as “‘a certain event” or “a given contingency,” and which we cal] must 
war. He cannot denationalize himself or his sons or his personal domi- natic 
cile. But he can—and does—denationalize his funds, his capital, his prise 
business enterprise. As the military front emerges, he seeks to save what of ar 
he possesses in the land of the technical enemy. And as a corporation stant 
entity he takes on the mask of the neutral or even of the national. If in Del-a 
wartime he seeks to unveil and reveil, he is likely to be caught at in- a che 
decent public exposure. So it is well to go quietly and in time about the Brati 
task of changing nationality. Here prevention is far better than cure; way-s 
so the wily collect, sensing the coming struggle, will prepare a ward- Mi tocol 
robe adequate to any emergency and arrange a shift of garments well in H& he la\ 
advance. The matter of proper clothing against the turbulent outbursts gover 
of nationalism has become a first necessity. to ow! 
In the lull in history which we call the nineteenth century capital J ingto. 
was free to venture far afield. Amid the closed economies of our times, affair 
the urge gainfully to wander comes up against the newly vitalized I flow t 
frontier. The incompatibility between a dynamic business enterprise J gover 
and the inherited political map demands alertness and invention. An J Wilmi 
essential of survival is a haven of refuge against ‘‘political disturbance” J iictior 
which is likely to erupt into sanctioned and organized violence. Sucha J veil.” 
need of the corporate collect is met by the nation whose industrial J tackle 
role is to be a neutral. The climate of Switzerland has long been recuper- & officia 
ative; it has during the recent war restored to health many a legal corpus # be prc 
which was in serious peril. For German investment has ridden forth Band c 
under a Swiss charter; and Italian ownership has been converted into The 
properties indigenous to the mountain cantons. As trade with the enemy J tions t 
became taboo, Switzerland, Portugal, Sweden became focal points Mi sumpt 
upon which, so far as circumstance would allow, commerce moved as it J cence | 
the world were at peace. And, if hostile can be turned into neutral, 9 9 of a w 
can neutral be turned into friendly possessions. The myth of the nation- J politic. 
ality of the corporation is written upon the face of the charter; the real- J plants, 
ity of corporate control lies implicit within a host of documents whic) J speaki; 
it requires an intricate legal process to unravel. The art of the interns HM had to 
tional lawyer has extracted from mountain scenery virtues which nature stock, 
never tucked away there. was fre 
In such ways it has come about that our techniques of public control, MM fore,” | 
when brought into play, encounter fictions which have left fact far MM expect. 
behind. At home the attempt of the national government and of the Mearth f 
several states to impose public policy upon “the person artificial” has J ment. ; 
elaborated a few simple rules of law into an intricate and bewildering J can nat 
code. The maze into which divorce has been driven by the federal syste JM sense o} 
is clarity itself compared with the law of the collect incorporate. The Hi @ sing| 
masquerade often demands a resort to statecraft in what is really ¢ custom 
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domestic matter. In foreign affairs diplomacy is not at its best when it 
must forsake actuality and deal with a native group as if it were the 
national of a foreign power. Nor is it more sure-footed with an enter- 
prise which flies the flag of one sovereign and yet is responsive to the will 
of another. The Del-a-Major Company, for example, is a solid, sub- 
stantial, and very corporate citizen of the United States. A subsidiary, 
Del-a-~-Minor, owned by it, affects to be an independent entity, sporting 
a charter from the sovereign state of Bratina. We are at peace with 
Bratina; Del-a-Minor sends its mineral output to Sweden, which is a 
way-station, with destination beyond. Our State Department, if pro- 
tocol is to be followed, makes representations to our minister at Lito; 
he lays our view-with-alarm before officials of the local sovereignty; the 
government of Bratina, after a decorous inquiry, hands a discreet reply 
to our minister who, observing all the proprieties, forwards it to Wash- 
ington. Thereupon a second and stronger protest is prepared, and the 
affair enters its second round—while the mineral output continues to 
flow to its destination. It is, of course, possible for a high official of our 
government to read the riot act to the high command of Del-a-Major in 
Wilmington; but that would run against good taste and all the accepted 
fictions. Public control in wartime can, of course, ‘‘pierce the corporate 
veil.” But fictions have a capacity to make life unbearable for those who 
tackle them. So long as they stand, the burden of proof is upon the 
official who challenges and each case must by the most laborious process 
be proved. Substance must be sought amid shadowy legal documents 
and controls get lost amongst the intangibles of elusive personalities. 

The march of events between the wars has been too fast for our fic- 
tions to keep up. As between the corporate imperium and the legal pre- 
sumption of nationality, there is no question where vitality and obsoles- 
cence lurk. A year after the late war was under way, the trade journal 
of a world-wide imperium struck out vigorously at the notion that its 
political allegiance should be to a single state. It stated that it had 
plants, properties, market outlets in many lands; that its personnel, 
speaking a babble of tongues, were citizens of many countries; that it 
had to accommodate its operations to many systems of law; that its 
stock, in the ownership of which lay the ultimate control over policy, 
was freely bought and sold on the open exchange. Flourishing a “there- 
fore,” it boldly asked why loyalty to any specific sovereign should be 
expected of it. The statement was a declaration of current down-to- 
earth fact, not a manifesto of contumacy or intent to defy the govern- 
ment. As formally we moved into the war, lip service was paid to Ameri- 
can nationalism by the same corporation. As peace comes, the common 
sense of yesterday returns. The corporate imperium does not belong to 
a single national sovereignty. The political state is to it primarily a 
customer, a market, a source of gain. The old breathes-there-a-man-with- 


ll 
i. 
is 
at 
n 
In 
d- 
in 
ts 
al 
d 
la 
th 
$0 
al. 
ich 
na- 
ure 
rol, 


744 AMERICAN ECONOMIC ASSOCIATION 


soul-so-dead sort of loyalty which we call patriotism is not a term jp 
the equation of profit which will register on the corporation’s books. 
However its officials may personally feel, a sentimental attachment to a 
native country is a luxury which the law-made corpus cannot—and 
will not—afford. In the corporate calculus the country signifies as it cap 
be made a source of revenue. 

The guilt—if guilt there be—in all this lies in the myriad of decisions 


which make up a trend. It is too widely diffused to be laid at the door of 1 
persons, natural or artificial. But, if the human actors have moved as Me “*" 
they have been impelled, it does not follow that the current situation is I‘? 
to be condoned. The pretense by the corporation of taking on a nation. Hi °° 
ality whose obligations it does not assume is fraught with peril. I: He * 
creates a land not on any map within which the decrees of the political 3 °*" 
state do not run. The drive of commerce into alien countries has been IE! °! 
long recognized as a great civilizing force. It blunts antagonisms, pro- 9°’ 
motes a larger community of interests, draws unlike peoples into a EY ‘ 
more perfect union. The danger lies not in corporate adventure over. fe °°” 
seas but rather in solemn agreements between collective gentlemen to Je °"“ 
stay out of each other’s markets. An even greater threat—whether of He *?" 
evil or good—is the weakness which such corporate persons without the ‘°° 
law bring to the political state. A government which dominates can mY ‘ 
make agreements between corporations weapons for waging economic J” “ 
warfare upon governments which keep hands off of business. In a host J °°" 
of such ways the corporate creature defies, or even lords it over, the tk 
state, its creator. Th 
This is not the occasion for elaborating a program for the domestica- J “"’ 
tion of the corporate ghost. But as a necessary antecedent to positive i "*" 
action we can bring our fictions up to date. The corporation is not « "Ss 
person; nor can it be made a person by a heroic feat of “judicial con noloy 
templation.” The corporation is a legal form into which a going con 9“ 
cern is cast; the corporation is a device through which persons operating The 
within bodies of social usages carry on. If the law cannot escape the ic the p 
tion as an essential of its trade, it can at least replace its shopwom a 
stock with fictions which bear some resemblance to fact. To continue ae 
to employ as basic norms the mind-made concepts of yesterday is not °°" 
only to confuse the whole problem of domestic control but also to invitt . th 
perils from abroad. The retirement of fiction, let it be admitted, is ™ that | 
easy task. Huge aggregations of wealth, built upon as-if’s which a 
expected to endure, stand in opposition. A host of skills, a wide range © 
learning, a great cluster of vested habits will be made obsolete by Che 
liquidation. The return towards reality—to reality is an unattainable J agree 
goal—is an obvious necessity. Yet here, as elsewhere in this mode™ J to pri 
culture of ours, the obvious is another name for the radical. Now a0¢ that j 


then in the course of human events the time comes to return a huma 
affair to the down-to-earth simplicity it possesses in the everyday wor 


1 in CARTELS AND THE INTERNATIONAL 

oks. EXCHANGE OF TECHNOLOGY 

t 

he By RoBert P. TERRILL 

on Department of State 

Introduction 

- The object of this study is to examine the relation of the international 
- cartel to the exchange of technology across national boundaries. This 


special phase of the cartel problem is properly addressed to economists, 
since the development of industrial technology and the terms on which 
it is conveyed determine in part the character and pattern of inter- 
national trade and exert a manifest influence upon economic welfare. 
Policy issues related to this subject have become prominent in recent 
years and it is likely that public interest will be still further intensified 
by such matters as the future development of atomic energy and war- 


* developed modes of research collaboration between the United States 
n to E24 its allies, requirements of technology for rehabilitation abroad, and 
or of ME SPirations of nonindustrial nations for access to new technology. The 
t the a Ugenuity of economists and policy makers will be challenged, not only 


by the inherent complexity of certain issues, but also by the larger drift 
of circumstances which have considerably changed the prewar institu- 
tional framework within which the questions of policy must be resolved 
in the future. 


The following analysis falls into two main divisions, the first of which 
+tica. qe Considers the question, do cartels constitute “bottlenecks” in the inter- 
sitive Qe Dational exchange of technology? Within this context the general fea- 
” , ge tures of international cartel agreements dealing with patents and tech- 
“con Me 2ology are briefly reviewed and their recent development noted. An 


attempt is then made to place this development in broader perspective. 
The strategic situation of cartel agreements as agencies for conveying 
the preponderant share of industrial technology across national bounda- 
ries is indicated, and the division concludes with a statement of the 
dilemma of policy. The second main division presents the several lines 
along which same leading issues of policy may possibly be resolved and 
in this connection reviews briefly certain contemporary developments 
that may greatly complicate the problem. 


I. The Problem and Its Setting 


Characteristics of Patent and Technical Agreements. International 
agreements in the field of patents and technology are generically related 
to private marketing agreements known traditionally as “cartels,’’ in 
that it is their common objective to eliminate some or all forms of com- 
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petition between the parties to the agreement. The traditional cartel 
agreement, on the one hand, seeks directly to eliminate or reduce compe. 


tition in vendable commodities; the technical agreement,’ on the other re 
hand, attempts the same result indirectly by reducing to an agreed sys. con 
tem of control the requisite technical information embodied in produc. is t 
tion or design. Such agreements thus go to the taproots of industry and sah 
trade and because of certain unique features tend to be enduring in & ,;.; 
character and capable, in most instances, of indefinite accretions oj que 
control. 

International agreements relating to technology assume in practice a Hoon 
diversity of form, content, and economic significance. Certain essential 0 
features can, however, be briefly outlined. The unique basis of such & ,)\o 
agreements is that each of the several contracting parties possesses 1. 
property interests in a number of national patents acquired by virtue of HH );-.; 
the fact that a single invention gives rise to a series of patents within MH ¢ha; 
the various patent jurisdictions of the world. Although the laws of thes 2. 
jurisdictions are extraordinarily diverse, all grant to the holder of patent HF yoy, 
rights a degree of monopoly to use, make, and sell under the invention, gres 
including thereby control over importation or exportation. In the typical # a+, 
case the parties to the agreement are going business enterprises estab- HF tries 
lished in one or more fields of industry and possessing a number oi 3. 
patents in these fields covering technology which is complementary or & yj; 
competing, either or both. The relative bargaining power of the parties HR pot. 
depends upon the number of patented inventions each possesses, the 4, 
strategic character of the patents in question, prior commitments to J ¢crij: 
third parties, and their respective abilities for commercial exploitation HH tries 
of the patents—a matter which in turn depends upon a variety of factors 5. 
usually comprehended by the term “position in the industry.” Giver HH teria 
these circumstances the agreement specifies the mutual concessions 10 6. 
be made, together with ancillary terms and conditions.? mutt 

The most common provisions of the patent portion of the inter B® mut, 
national agreement relate to the apportionment of national jurisdic % pate: 
tions within which each party shall acquire rights under all patents At 
subject to the agreement. The proportion of all contracts that do not HM stati 
contain such a provision as to territorial allocation is minor, probably posit 
not exceeding 10 to 15 per cent of all technical agreements between tht MH with 
United States and foreign nationals.* The restrictive consequences 0 MM of d, 
the territorial allocation of markets thus accomplished may vary from i whic] 

1 The term “technical agreement” will be used hereinafter to designate any agreement about restri 
technology whose precise form is not particularly relevant in the given context. stipu 

? E.g., arbitration provisions. Dr. Heinrich Kronstein has contributed the most discerning 8 age 
study of the significance of arbitration in relation to cartel agreements. See his “Business Arti paten 
tration—Instrument of Private Government,” Yale Law Journal, Dec., 1944, pp. 36-09. agree 


® This matter has been discussed by Dr. Fritz Machlup. See A Cartel Policy for the Uniti 
Nations, Corwin D. Edwards (Editor) (New York: Columbia University Press, 1945), p. 
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case to case, and as between territories, according to whether assign- 
ment or licensing takes place, the character of the licenses granted, and 
the practical intent of the parties in case such licenses are ‘“‘nonex- 
clusive’ or include rights to sublicense third parties. Insofar as the 
control of international trade is concerned, however, the essential effect 
is that competition between the parties is eliminated or substantially 
reduced. And frequently it is still further restrained by contractual pro- 
visions limiting the field of application of the patented inventions in 
question, inasmuch as a given process or design may be useful in several 
more or less closely related fields. Such provisions, it is believed, may be 
contained in upwards of one-third of all patent agreements. 

Other agreed restrictions which occur much less frequently than 
allocation of territories or division of fields of production are: 

1. Restrictions on sale of output. The contract may specify that the 
licensee can produce only for his own use or for certain customers; or 
that he may sell only through a designated agent. 

2. Restrictions on output. The licensee, particularly if his license is 
nonexclusive, may be limited as to output either directly or by pro- 
gressive graduation of royalties, which may or may not be discrimi- 
natory as between other licensees in the same country or in foreign coun- 
tries. 

3. Restrictions on use of others’ patents. The licensees are sometimes re- 
quired not to contract with others in specified fields, or less frequently, 
not to engage in such fields of enterprise at all. 

4. Restrictions on price. Licensee may be required to maintain pre- 
scribed prices or to accept price leadership in any ‘‘nonreserved” coun- 
tries of the world. 

5. Restrictions on purchases. Purchases of intermediate or raw ma- 
terials, sometimes at agreed prices, may be required of the licensee. 

6. Restrictions on suits against the validity of patents. The parties may 
mutually agree not to contest each other’s patent claims and to grant 
mutual assistance in suits against infringement or in opposition to the 
patent applications of “‘outsiders.”’ 

Attention has thus far been directed to the comparatively simple and 
static case in which parties have already acquired international patent 
positions and are, in effect, swapping titles to monopoly rights, each 
with a view to arriving at a more advantageous position. The next stage 
of development in the international agreement relates to provisions 
which, building upon some variant of the patent framework noted above, 
restrict the parties as to the use and disposal of their future patents. This 
stipulation is probably contained in somewhat more than half of all 
patent agreements between American and foreign parties. Among those 
agreements that provide the principal technical “linkages” between the 
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national economies of the world it is probable that all include this par. agr 
ticular feature. Its significance is extremely great since by this mean; vio 
the relation between the parties is rendered viable and the pattern oj pol 
control over future inventions is foreshadowed. The number of patent; vie 
which may thus be brought within the agreement is virtually unlimited Ho 
and the ensuing control over an industry is capable of indefinite accre. agr 
tion with the passing of time. Thus with the addition of provisions as tp sigl 
future patents, the technical agreement undergoes a substantial ep. cha 
hancement of its economic and industrial significance. Within their ful 
designated marketing territories the parties are unlikely to compete in ben 
the sale of products embodying technology on which patents expire from mel 
time to time, since this action would either not be profitable if consider. 7 
able sales effort were required, or would tend to impair harmonious to t 
working relations if it were seriously attempted. Other firms unrelated feas 
to the contracting parties may, of course, appropriate information n tor} 
longer protected by patents, but the foreign party whose competition J divi 
might otherwise be immediately effective is, in the usual instance, pre. sett 
cluded from competitive rivalry. The agreement thus becomes a restric- oth 
tive covenant as to the disposition and use of the results of future sucl 
research activities or rights acquired from third parties, and as such it peti 
emerges from the domain of national patent laws into the broader field J of t 
of international commercial policy. vidi 
One further stage in the development of the international technica inti 
agreement remains to be examined. Discussion has been confined thus rela 
far to patent rights, present and future, and their disposition and con- rela 
trol under contractual arrangements. The underlying presumption has sect 
been that the technical information covered by such patents has already wit! 
been disclosed on an international basis and after a limited period wil and 
revert to the public domain of all countries. In this sense the national tren 
patent offices of the world may be said to have provided the classical part 
mode for the interchange of technology. Under modern scientific cont¢- the 
tions of industrial research and development, however, it must be recog- rest: 
nized that a portion of technology, and perhaps a major portion, is not to A 
subject to patents. This fact is attributable either to lack of status re- tion 
quired for an “invention,” to incompleteness with reference to the pro- mut 
duction of a “useful result,’”’ or to deliberate choice. In other words, a1 limi 
important portion of industrial technology consists of unpatentableor men 
unpatented know-how, operating results, and research in progress which grar 
firms seek (with varying degrees of success as time passes) to maintail Is gi 
in confidence. The international technical agreement reaches full devel- I 
opment when, in addition to the disposition of present and future isa 
patents, it provides for the interchange of information of this characte’. ‘F 
It is probable that somewhat more than one-third of all patent rye 
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agreements provide for such a mutual undertaking, but as in the pre- 
vious instance of future patent rights, the question of numerical pro- 
portions can satisfy nothing but the most idle statistical curiosity, in 
view of the diversity among patent contracts considered as a whole. 
However, it is quite certain that all of the more important international 
agreements provide for the exchange of confidential know-how. The 
significance of this feature is outstanding since it permits the inter- 
change of information that is either necessary or valuable in the success- 
ful commercial working of a patent and makes possible the numerous 
benefits of mutual co-operation between firms in research and develop- 
ment. 

The confidential information section, of course, bears a close relation 
to the patent provisions of the agreement, and indeed would hardly be 
feasible without the latter. For example, the so-called “licensed terri- 
tory” for the use of unpatented information coincides with territorial 
divisions as to patent rights. Still more important, without a definite 
settlement as to patents, each party in conveying information to the 
other would run the risk that the other party might improve or develop 
such information into a patentable invention which could be used com- 
petitively or as a bargaining weapon against the original party. Because 
of the fugacious character of unpatented technology, arrangements pro- 
viding for its interchange require continuous, active, and more or less 
intimate collaboration between the parties. Not only must their mutual 
relationships be established, but provision must also be made for their 
relations with third parties. In general the confidential information 
section provides that disclosure to third parties may take place only 
with the consent of the party who originated the information in question 
and in practice the restriction which may thus be exercised can be ex- 
tremely burdensome on the second party whose relations to third 
parties are thereby determined in large measure. A will not consent to 
the transfer of information by B to C, unless C in turn is sufficiently 
restricted by his agreements with B to afford adequate protection 
to A or to other parties to whom A may have commitments or obliga- 
tions. If the firms involved are substantial within their industry, this 
mutual veto of relations with outsiders may impose a severe practical 
limitation upon the access of such outsiders to new technical develop- 
ments in the industry, and even in territories where outsiders may be 
granted nonexclusive patent licenses, the effectiveness of competition 
is greatly modified.‘ 

he Setting of the Problem. The technical agreement as described above 
is a strictly contemporary institution, having come into existence for 

‘ For further elaboration of this point see Economic and Political Aspects of International Car- 


‘es (Monograph No, 1, Subcommittee on War Mobilization of the Committee on Military 
Affairs, U. S. Senate, 78th Cong., 1944). 
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all practical purposes early in the twenties with the adoption by industry 
of applied scientific research covering entire fields of production and 
conducted on a sustained basis under corporate direction.’ Also, it has 
been conditioned by the growth of the modern corporation along inter. 
national lines and the establishment of the great international corporate 
complexes of today. The technical agreement is not therefore an alien 
development intruding into an otherwise unchanged world; rather, it is 
a response above all to recent technological circumstances of industry, 
This fact is manifested by the fields of industry in which international 
technical agreements have assumed the greatest importance; viz., elec- 
tronics, illumination, and other electrical products and apparatus; dye. 
stuffs, explosives, pharmaceuticals; plastics and artificial textile fibers; 
synthetic rubber; petroleum refining; synthetic fertilizer; metallic 
alloys and compounds; aircraft equipment. 

Within these and certain other fields American and foreign firms 
participate in technical agreements, which in total number run well 
into the thousands, including the simpler types of patent contracts 
described above. Within each field of industry these agreements are 
grouped into a more or less closely interrelated system, or in some cases 
broadly competing systems, each of which has as its main axis one or, 
at most, several agreements between the major industrial combines. 
The size of such concerns enables them to engage in broad and sustained 
research programs and to maintain special organizations for the man- 
agement and control of research results, mainly through patents. Their 
size and geographical scope of operations further enables them to ex- 
ploit technology on an international scale. A list of such major concerns 
would, no doubt, be relatively short, including fewer than one hundred 
members of which American-owned and controlled companies would 
probably predominate with German, British, Dutch, Swiss, French, 
Italian, and firms of other nationalities following in descending order oi 
magnitude. The importance of firms of a given nationality, particularly 
those of the smaller industrial nations, varies with the industry in 
question. In artificial textiles, for example, certain Dutch-controlled 
companies and their international agreements are highly significant; 
the same may be said of Swiss concerns with respect to pharmaceutical 
specialties. American firms have been direct participants in the major 
technical agreements in almost all fields, most frequently in conjunction 
with German and British parties. The role of firms of a particular nation- 
ality in originating and activating international agreements also varies 
from industry to industry; for example, Americans have generally been 
pre-eminent in the electrical fields while in certain chemical lines, the 
Germans, mainly through I. G. Farben, have been extremely active. 


® See G. Perazich and P. N. Field, Industrial Research and Changing Technology (Works 
Projects Administration, National Research Project, Philadelphia, 1940). 
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It would undoubtedly be possible from case to case to map out the 
network of technical agreements covering each field of industry and its 
subdivisions, and to indicate the main trunk lines for the dissemination 
and control of the underlying technology. Such studies would, however, 
be lengthy and complex as indicated, for example, by recent Department 
of Justice proceedings against certain international cartel arrangements.® 
In the absence of these studies it is necessary to resort to general infor- 
mation concerning the main characteristics of agreements in certain 
leading fields of industry for further appraisal of the significance of 
such agreements, a task to which attention is next directed. 

The significance of an international technical agreement extends be- 
yond the restrictions it imposes on the marketing process and its influ- 
ence upon the location and character of production.’ As the principal 
means of exchanging new industrial technology based upon the ad- 
vances of modern science the agreement bears an evident relation to 
the international dissemination of scientific information of a “‘pure”’ or 
“background” character. This vital relation which has hitherto been 
neglected in writings about international cartels deserves emphasis. 

One of the outstanding characteristics of modern culture is the in- 
creasing concern on the part of every country for the development of 
scientific knowledge as the basis of its future progress and security. 
This concern has been enhanced by recent wartime experience which 
has demonstrated that scientific and technical resources are quite as 
vital as the possession of natural resources, and which has led nations to 
mobilize and develop their scientific activities as never before. The 
Director of the OSRD, in his Report to the President, has concisely 
summarized contemporary opinion as to the essentiality of progress in 
science and technology :® 


Progress in the war against disease depends upon a flow of new scientific knowledge. New 
products, new industries, and more jobs require continuous additions to knowledge of the laws 
of nature, and the application of that knowledge to practical purposes. Similarly, our defense 
against aggression demands new knowledge so that we can develop new and improved weapons. 
This essential, new knowledge can be obtained only through basic scientific research. 


This Report presents the case for public support of scientific education 
and research, and emphasizes the importance of freedom of inquiry and 
the fullest dissemination of scientific knowledge both nationally and 
internationally. As the document states:® 


"See, e.g., United States of America v. Standard Oil Co. (N. J.) et al., No. 682 Criminal, 
U.S. District Court (N. J.), November term 1941; United States of America v. Standard Oil 
éal., No, 2091, U. S. District Court (N. J.), Decree filed March, 1942, and Supplementary De- 
cree filed April 7, 1943; also Standard Oil (N. J.) and others v. James E. Markham, Civil Action 
No. 26-414, U. S. District Court (Southern District of New York) Opinion, November 7, 1945. 

_' This aspect has been discussed at length elsewhere. See Economic and Political Aspects of 
Cartels, op. cil.; Canada and International Cartels (Ottawa: Report of the Commissioner, Com- 
bines Investigation Act, 1945). 

_ See Science: The Endless Frontier (A Report to the President), by Vannevar Bush, Director 
ot the Office of Scientific Research and Development, July 5, 1945, p. 1. 

’ Ibid., p. 3. See also Appendix 3, pp. 107-108. 
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_ International exchange of scientific information is of growing importance. Increasing spe. 
cialization of science will make it more important than ever that scientists in this country 
keep continually abreast of developments abroad. In addition a flow of scientific informatig, 
constitutes one facet of general international accord which should be cultivated. 

While the Report thus recognizes the international aspect of research 
and scientific knowledge, its emphasis upon this aspect appears alto. 
gether inadequate. As scientists are quite aware, the history of the de. 
velopment of science in its manifold aspects is fundamentally inter. 
national in character; and the wartime experiences that have prompted 
the submission of the Report have demonstrated the continuing validity 
of this fact. No more striking illustration could perhaps be found than 
the case of the creation of the atomic bomb whose development by this 
government has involved the comingling of scientific contributions and 
personnel of American, British, Hungarian, Italian, German, French, 
and Danish origins. 

The dissemination of basic scientific information across national 
frontiers has remained remarkably free and complete; modern nations 
have generally fostered and promoted such interchange through the 
media of scientific texts and numerous other publications, scientific con- 
ferences and conventions, and foreign travel by scientific personnel. 
Although the process of interchange could perhaps be further improved 
and accelerated, it is probable that by far the greater proportion oj 
scientific information created under private and public auspices, and 
capable of dissemination, actually gets disseminated to those countries 
having the requisite cultural and institutional bases. It is upon this 
ever growing and internationalized fund of scientific information that 
the industrial arts and technology of every country are founded; and it 
is against this background that the significance of the private technical 
agreement must be reckoned. 

The utilization of basic scientific principles in the service of applic 
technology requires further research and development. Moreover, in the 
conduct of this work the large business enterprise has acquired a signii- 
cant advantage. As the Report implies (page 60) and as statistics 
patent assignments seem to bear out, it is this class of firms which is 
the position to derive chief, though not exclusive, advantage of the 
international community’s support of basic scientific knowledge an¢ 
the development of scientific talent in its youth. 

The international dissemination of the results of applied research 
the field of industry consequently stands in marked contrast to the situe- 
tion regarding basic scientific knowledge. Coincident with its develop- 
ment, one portion of industrial technology is reduced to the control ©: 
domestic and foreign patents. The remaining or unpatentable portion » 
conveyed in secret and utilized under the restrictions of the typic@ 
agreement outlined above. Thus while the world freely interchanges ‘*s 
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basic scientific knowledge, industrial technology moves across national 
frontiers only under highly restrictive control and in the main through 
a comparatively small number of firms in each industry. 

Under prevailing circumstances it is to the advantage of the individ- 
ual firm to strive for the strongest monopoly position through patents 
and other means both in its domestic market area and in foreign areas 
in order that it may possess maximum bargaining strength in any pos- 
sible agreement with rivals or potential rivals. Once an international 
alliance has been obtained, it is likewise to the advantage of the parties 
to make the framework of their joint venture as tight as possible, ad- 
mitting outsiders only where clear advantage is perceived and under 
the greatest possible assurance against the risks of competition. 

This logic is particularly compelling whenever, under any arrange- 
ment, confidential information is involved. Such information may cover 
entire processes of an unpatented nature and thus may enable the recipi- 
ent to duplicate the originator’s product and invade both his domestic 
and foreign markets; or the information may be a source of significant 
savings in cost of production and contribute to the same competitive 
result. Still more awkward from the standpoint of the originator, such 
information may provide the basis for further research and development 
leading to patents which in the possession of an uncommitted party 
would be a threat not only to production but even to further research 
along particular lines on the part of the originator. The mutual advan- 
tages of interchanging the results of experimental and development work 
and operating data can, of course, be considerable. For example, repeti- 
tion of costly errors can be avoided; unnecessary duplication of experi- 
mental and pilot plant operation can be eliminated; “cross fertilization”’ 
of ideas, so important in all intellectual progress, can be fostered; operat- 
ing performance may be cross checked to guard against undetected 
ineficiencies of production. 

These are undeniably important social advantages; they are secured, 
however, only at the cost of serious disadvantages attributable to 
monopoly controls inherent in the technical agreement. Unfortunately, 
in the absence of appropriate safeguards, it is submitted that no business 
enterprise whether under public or private management would normally 
disclose its technical developments; and in the event that such safe- 
guards were entirely precluded, the international exchange of industrial 
technology would be confined in the main to those “leakages” of infor- 
mation that inevitably occur with the passage of time. This circum- 
stance presents a fundamental dilemma in the search for a desirable 
public policy. It may be possible, however, both through positive and 
remedial measures, to effect substantial improvements over the pre- 
viously existing situation in order that the development and interna- 
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tional exchange of industrial technology may more nearly keep pace with 
and more fully utilize the potentialities of the growing fund of inter. 
nationalized scientific information. 


II. Approaches to a Solution 


Three main avenues of approach are open to efforts in the interest oj 
improving the international exchange and co-operative development oj 
technology. These are (1) remedial measures to eliminate and prevent 
the abuses that have surrounded international technical agreements: 
(2) co-ordination under intergovernmental arrangements of private 
industrial research activities in particular research projects; (3) free 
international disclosure of industrial technology developed by public 
research agencies. While perhaps none of these approaches leads to a 
definitive solution of the problem at hand, each may contribute mor 
or less to forward progress as the larger circumstances of world affairs 
will permit. 

(a) International action against restrictive practices. It has been pr- 
posed by the government of the United States, with the concurrence of 
the British Government, to establish an International Trade Organiza- 
tion which among other things would provide for individual and con- 
certed action to abate restrictive business practices affecting interna- 
tional trade. Corrective machinery would be provided within the ITO 
by a special agency whose principal function would be to determine, ia 
cases of complaints by governments or by individual firms, whether 
remedial action is warranted and if so, to make appropriate recommen- 
dations to member governments. The agency would also keep informed 
of actions taken by such governments to carry out these recommende- 
tions and report on their effectiveness. In view of their number and in- 
portance it may be expected that certain of these cases will include, 
among other elements, arrangements pertaining to patents and technol 
ogy. The international agency will thus be faced with the necessity oi 
determining whether or not the restrictive practices and ancillary de 
vices have the effect of frustrating such objectives of the Internationa 
Trade Organization as equality of access to materials and markets an¢ 
the expansion of international trade.” 

The most important body of experience which can be drawn upon by 
the international agency is provided by the recent actions of the Unite 
States courts under the antitrust laws of this country. Since the out- 
break of the European war the United States has brought more that 
forty cases against international cartels which, with few exceptions, 

1° Professor Walton Hamilton has contributed a searching article on some fundamentals 
this problem. See his, “Cartels, Patents, and Politics,” Foreign A fairs, July, 1945, pp. 582-5%. 


4 See Proposals for Expansion of World Trade and Employment (Department of Stat, 
Nov., 1945), pp. 4-5, 19. 
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have involved patent and technical arrangements.” Most of the cases 
thus far resolved have included German nationals among the foreign 
parties to the agreement and have been settled by consent decree. Such 
decrees typically stipulate that the defendants will withdraw from the 

allegedly illegal contracts and that American patents subject to the 
agreement will be open to general licensing.” Since these cases have not 
been tried, they do not of course provide a record of the interpretation 
of law by the courts; this remains to be settled in a substantial number 
of important cases now pending. One important cartel case has, how- 
ever, been decided; namely, the so-called ‘‘Titanium Pigments’ case™ 
which involved American, British, Canadian, German, Norwegian, 
Japanese, French, Italian, and Czechoslovakian concerns. This case is 
significant since it illustrates (1) the complex legal, corporate, and tech- 
nological setting with which such agreements are surrounded in actual 
practice; (2) the extent to which monopolistic excrescences may de- 
velop from a technical agreement; (3) the disposition on the part of the 
United States courts to find such arrangements in restraint of trade and 
in violation of the antitrust laws; (4) the lines along which remedial 
action may proceed and the possible effectiveness of unilateral action 
on the part of a single government in remedying the abuses. In its 
Opinion the Court held as follows: 

Another inevitable consequence of the NL-DP agreement has been the proliferation of 
patents. The chief spur to private resistance to the grant of patent monopolies has been with- 
drawn from the parties who, ordinarily, would be chiefly concerned. It is not without signifi- 
cance that, despite the jaundiced eye with which the courts have been examining and rejecting 
patents in recent years, not a single one of the hundreds of patents here involved has ever been 
litigated. The result of that is that the newcomer is confronted by a veritable agg oe of patent 
claims through which only the very powerful and stout-hearted would venture, having a re- 
gard for the large initial investment which this business requires. These patents, through the 
agreements in which they are enmeshed and the manner in which they have been used, have, 
in fact, been forged into instruments of domination of an entire industry. The net effect is that 
a business, originally founded upon patents which have long since expired, is today less acces- 
sible to free enterprise than when it was first launched. 

I need not consider whether an exchange of patents, present and future, between competi- 

rs, is violative of the Sherman Act. I assume that such an exchange standing alone is inno- 
cent. But in the context of the present case this exchange between two corporations, who be- 

tween them controlled the entire market, becomes an instrument of restraint, available for 


use aoe used, to continue the mastery of the market which NL and DP achieved by means of 
e illegal international agreements. 


For the purpose of remedying the restrictions imposed on domestic 


8 See I. B. Oseas, “Antitrust Prosecution of International Business,’’ Cornell Law Quarterly, 
i. The appended “Table of Foreign Monopoly Cases” (pp. 62-65) and the author’s 
istinction between the present an dearlier foreign monopoly cases (p. 50) are instructive. See 
als Cartels and National Security (Report from the Subcommittee on War Mobilization to the 
Committee on Senate, 78th Cong., 2nd sess.; Part II, Analytical and Technical 
Ouppiem 41 
» Se . S. v. Standard Oil (N. J.) et al., op. cit. 
Hage, . ‘Nobional Lead Co., Titan Co., Inc., and E. I. DuPont de Nemours and Co., 
cl No. 6 258, U. S. District Court (Southern District of N. Y. ). Opinion filed October, 
1945. Final Decree, entered October 11, 1945. 
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and international trade by the cartel the Court decreed the following 
measures: 

(1) Cancellation of the restrictive agreements in question and ip. 
junction against any future arrangements to divide sales or manufactur. 
ing territories, allocate markets, limit or prevent exports from the 
United States, grant exclusive markets to third parties, or preclude such 
parties from any market. 

(2) Opening of the defendants’ existing patents, or patents applied 
for or obtained within five years, to nonexclusive licensing on a reason- 
able royalty basis, with the proviso that if an applicant for such 
licenses also has titanium patents, he must give a reciprocal license ty 
the defendant companies. The defendants must also disclose to the 
licensee, for a period of three years, all know-how used in connection 
with the patents in question. 

(3) Injunction against “attempting to enforce any rights under any 
foreign patents owned by them or under which they are the exclusive 
licensees to prevent the exportation of titanium pigments from the 
United States to any foreign country.” 

(4) Divestiture by the defendants of their stock interests in certain 
foreign subsidiaries jointly owned with foreign producers; alternatively 
the defendants may acquire all of their stock of such foreign subs- 
diaries. 

This decision and the preceding consent decrees warrant careful an- 
alysis by scholars to determine the effectiveness of the remedial tech- 
niques and their suitability for purposes of recommendations by the 
International Trade Organization in similar cases. It would be highly 
instructive if certain of the above cases could be selected and one or 
more model solutions applied to test the effectiveness of various remedial 
techniques. Particular attention requires to be given to the technological 
kernel within such cartel patterns to determine the extent to which the 
practices and arrangements of the participating firms (1) were relevant 
to the protection of their proper claims in this technology and its deve'- 
opment; and (2) exceeded the permissible scope of activity permitted 
under the monopoly grant of the patents in question. In short, the mat- 
ter for study is whether and to what extent the arrangements wer 
appropriate vehicles for the exchange of technology and mutual us 
of patents, as opposed to mere agencies for a contrived restraint of trade 
whose incidental by-product was the exchange of technology. 

Attention has not been given in this paper to administrative prob- 
lems likely to be encountered by the proposed international agency, 0 
to the prospects of developing over a period of time standards and pro- 
cedures for action. Such a discussion falls outside the scope of the preset 


% See Final Decree, op. cit., Secs. 5-10. 
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study. It may be suggested, however, that concerted international 
action should prove capable of substantially eliminating and preventing 
those restrictive features of technical agreements which prevent the 
widest access to the use of industrial technology consistent with its 
profitable development. The extent to which such action will be forth- 
coming in the future is, of course, not predictable with certainty; how- 
ever, since most nations already possess judicial or administrative 
sanctions by which to implement many remedial measures, no revolu- 
tionary changes would appear necessary on a national level to bring 
about an improvement over the prewar situation.” 

(b) Unification and modification of patent laws. Further remedies that 
would contribute to a more desirable international situation in respect 
of technical agreements are to be found in the improvement of existing 
national patent laws and the International Convention for the Protec- 
tion of Industrial Property. The patent laws of the world comprise 
some 130 separate jurisdictions which present a bewildering variety of 
provisions as to procedures and such matters of substance as territory 
covered, requirements and tests of novelty, duration, nonpatentable 
categories, and remedies for abuse of patents.” Unification and modifi- 
cation of this legislative field is a matter closely related to the inter- 
national dissemination and use of technology, and accordingly it is a 
subject to which governments might well give early attention. 

A preparatory commission, in formulating recommendations for an 
international conference, should consider the changes in patent legisla- 
tion appropriate to modern scientific technology and should seek means 
to bring patent laws and practices into relation with the broader ob- 
jectives of international commercial policy. This reconciliation would 
require that recognition be given to the facts of recent experience con- 
cerning the use of patents through concerted arrangements to monopo- 
lize international trade in entire fields of industry.’* It would also re- 
quire recognition that the numerous patent jurisdictions of the world 
form an interrelated system whose reason for existence, from the stand- 
point of the world economy, is to promote invention and assist in the 
wide dissemination of technology and its prompt utilization in industrial 
improvements. 

For example, it has long been recognized that concerted measures 
should be taken to correct the following situation. At present the patent 

* Laws prevailing in the Western Hemisphere have been discussed by C. R. Just, “Anti- 
trust Laws in North and South America and the Cartel Problem,” Journal of the Bar A ssocia- 
ton (District of Columbia), Apr., 1945. 

_'’ See, for example, White and Ravenscroft, op. cit.; also Jan Vojacek, A Survey of the 
Principal National Patent Systems (New York: Prentice-Hall, 1936), p. 181. 

* See, for example, Patent Commissioner of New Zealand, Fifty-sixth Annual Report of 

the Commissioner (Wellington, 1945). The report notes the establishment by the New Zealand 


G vernment of a committee to investigate the patent laws; it recommends, p. 2: “(9) The pro- 
vision of special means to prevent patents being used to control [an] industry... .” 
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office of a country in which an invention originates may refuse to grant 
a patent on various grounds such as lack of sufficient status to constitute 
an invention, or the office may narrow considerably the claims asserted 
by the applicant. Before such action has transpired, or afterwards, the 
patent offices of other national jurisdictions often grant valid patents 
on a similar application pursued in foreign countries. Thus the appli. 
cant, although unsuccessful in his own country in obtaining monopoly 
rights may, by virtue of monopoly rights secured elsewhere, be put in 
a position to restrict trade with and between foreign countries. Similarly, 
a patent may expire or be terminated (for example, for illegal use in an 
international monopolistic combination) in the original national juris. 
diction and yet remain valid without question in other jurisdictions, 
thus frustrating in part the remedy applied by the given country." 

The purpose of this brief exposition of remedial measures in the field 
of patent legislation has been to illustrate a few existing anomalies and 
to express a point of view which might provide the basis for a number 
of important modifications both in national statutes and the Inter. 
national Convention for the Protection of Industrial Property. In con- 
cluding this topic it is fitting to quote the opinion of a group of experts 
in Britain: 

It is moreover undeniable that there is considerable difficulty in the way of a satisfactory 
revision of the patent laws by any one country without the co-operation of all countries largely 
concerned. An improved international basis for patent law, accepted by all the leading indus- 
trial countries, and including effective checks on the use of “blocking patents,” is greatly to 
be desired.”¢ 

2. Intergovernmental Management of Research Pools. 

During the war the necessity for rapid development in certain tech- 
nical fields has lead to the voluntary pooling under government aus- 
pices of the research efforts of interested firms. In some cases it has been 
recognized that advantages could be multiplied by co-operation with 
firms engaged in similar research in other Allied countries, and measures 
for intergovernmental co-ordination where devised to meet this need. 
This wartime innovation may find certain peacetime applications since 
its essentials are comparatively simple and involve no derrogation of 
the rights of enterprise. Briefly, the governments by joint agreement, 
undertake to assess the relative importance of the discoveries of each 
party and upon this basis to allocate such patent rights as may emerge, 
having due regard for the access of all contributing firms to the ful 
technology and to domestic and international market opportunities. 
Equal access to the full technology is provided by a pooling arrange- 
ment in each country under which the contributing firms enter into 


19 F. L. Vaughan has mentioned this problem in his discussion of annual fees for maintaining 
patents. See his Economics of our Patent System (New York: Macmillan, 1925), p. 239. 
2 Cf. Nuffield College, op. cit., p. 37. 
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contracts with a government agency. Each contractee agrees to disclose 
all research results to the agency which in return makes available all 
such information received from other firms party to the agreement. The 
agency is empowered by contract to assess the significance of the con- 
tributions of each party and as patentable inventions arise,” to assign 
titles or other rights to a given party or parties with the stipulation that 
licenses must be granted freely and on a reasonable royalty basis. 

The governments of each country concerned, having carried out 
identical pooling schemes, next enter into an agreement providing for 
the interchange of all research information developed by their respec- 
tive contracting firms and for the final disposition of patents and patent 
rights. Under such an agreement the governments perform as follows: 

(a) In the contracting countries. 

(1) Each government determines the relative value of contributions 
made to its pool both by its own contractees and those under the juris- 
diction of the opposite government. 

(2) In consultation with its opposite, each government determines 
on the basis of contributions the final disposition of rights and titles to 
patents issued under its own national patent jurisdictions. 

(3) Each government undertakes to require that its nationals who 
emerge with patents in the opposite country shall assign such patents 
or grant licenses thereunder to firms designated by the government of 
the opposite country under reasonable and nondiscriminatory terms. 

(b) In other countries. 

(1) In consultation with each other, the governments jointly deter- 
mine the relative value of the contributions of firms within the com- 
bined pool to patents issued in third countries, and the disposition of 
titles to and rights under such patents. 

(2) Each government undertakes that no such patent or right there- 
under shall be used to impede exports from either contracting country 
nor to prevent licensing of manufacture upon reasonable terms in other 
countries. 

The advantages of such an arrangement are that it makes possible 
the benefits of intimate international collaboration in research without 
such restrictions as market allocation, division of fields, and other 
elements of manufacture or marketing that accompany purely private 
arrangements. The parties must, of course, agree to maintain in con- 
fidence the research information being developed within the interna- 
tional pool in order that nonparticipating firms may not reap advan- 
tages without making contributions to the project. Also, since an incen- 
tive for private firms and a means of recovering their research expendi- 


* Each government may also reserve the right to decide whether or not a patent shall be 
applied for on any particular contribution. 
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tures must be provided for, patents and royalties derived therefrom 
must be contemplated; furthermore, the allocation of rights to receive 
such royalties must be in accordance with the value of the contributions 
of each participant. Under this arrangement the research process is no 
longer coupled with a global strategy of monopoly in which patents 
become pawns whose value and disposition depends upon a prearranged 
scheme based in large measure upon the relative commercial bargaining 
strength of the parties. On the contrary, the intergovernmental pooling 
arrangement provides a kind of “international referee” system that 
seeks to avoid the usual restrictive framework for the interchange of 
technology. 

The limitations of this arrangement should, however, be emphasized. 
For one thing, it would appear to be most feasible when applied to fairly 
well-defined projects of limited duration, say three to five years at the 
maximum, and preferably less. Administrative difficulties and com- 
plexities would doubtless multiply if research in a broad field of industry 
were attempted. The number of participating firms in each country and 
the number of countries directly concerned would be bound to increase 
and at some point reach unmanageable proportions if the scope of a 
project were enlarged from a particular product or process to an entire 
class or group of commodities or processes. Also, as the field of research 
to be covered is broadened, the research goal or “‘target’”’ becomes less 
sharply defined and less subject to agreement by the possible partic- 
pants. Furthermore, since the outcome of any research venture is spect: 
lative, firms would be the more reluctant to bind themselves to such 
governmental refereeing in a project covering all or a major portion o! 
their entire scope of commercial operations. Still more conclusive, re- 
search in a broad field has no definite goal or terminus in light of which 
a project could be discontinued without prejudice. Finally, a project 
will find supporters most readily if it concerns a relatively new pos 
sibility in the sense that little or no previous and successful work has 
been accomplished. 

The significance of such limitations is lessened, however, by the fact 
that it is precisely in the case of new products or processes that the 
absence of cartelized restrictions is most essential. Monopoly in many 
industries owes its origin to the exclusive control of a relatively smal 
number of basic patents controlled by one or a few firms. During the 
life of these patents opportunities for research by potential competitors 
is restricted, thus allowing the patent control group, by virtue of its 
monopoly position, an opportunity to acquire or secure improvemet! 
patents sufficient to constitute a severe and continuing handicap to # 
other firms. If basic patents were open to reasonably wide use from the 
outset, research competition in improvements and variations could take 
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place on more nearly equal terms. Furthermore, there would appear 
to be no real disadvantage in the fact that a comparatively small num- 
ber of firms situated in only a few countries participate in a specialized 
venture, provided that access to the resulting patented technology is 
made available on reasonable terms or that importation of the product 
is not monopolized or restricted. 

(3) Direct Interchange Between Governmental Research Agencies. 

The exigencies of national defense have led to vast outlays on the 
part of this government for research activities directly performed by 
public agencies or financed by them.” Proportionately large expendi- 
tures have also been made in many other countries, most significantly 
in the United Kingdom and countries of the British Commonwealth, 
and it is likely that in the formerly occupied nations of Western Europe, 
governments will also engage in research on an increasing scale. While 
information is lacking in the case of the Soviet Union, it is likely that 
its large-scale programs of pure and applied scientific research will be 
continued and may even be increased in comparison with prewar years.” 
The prospect thus arises of a number of governments engaged in the 
conduct of research partly with a view to its application in industry. 
In connection with such public research programs governments may 
find it advantageous, for the same reasons as private firms have in the 
past, to conduct joint projects. The mechanism of such an undertaking 
would be exceedingly simple, involving merely an undertaking to dis- 
close experimental information and, when appropriate, to allocate 
among the several governments the portions of research that each 
would undertake in forwarding a joint program. Whether the govern- 
ments conduct their research activities individually or in collaboration, 
however, the problem of the control and protection of such information 
necessarily intrudes itself; and it may therefore be appropriate to indi- 
cate several problems that must be faced, having regard primarily for 
their international aspects. 

It would be unduly optimistic to assume that governments may satis- 
factorily disseminate the results of public research applicable to indus- 
trial fields merely through international publication. The leading issues 
of the problem may be brought to focus by considering briefly the ques- 
tion of patents and their implications in respect of such governmental 
research activities. By way of introduction, a few general remarks on 
prevailing practices may be in point. Present methods of handling tech- 
nology developed under governmental auspices represent a hodge-podge 


* See Legislative Proposals for the Promotion of Science (Subcommittee on War Mobilization 
of the Committee on Military Affairs, U. S. Senate, 79th Cong., 1st sess.), pp. 21-28. For a brief 
critique of statistical measurements of “research” see Nuffield College, op. cit., pp. 7-8. 

_® For a description of the extent and progress of Soviet research, see A. E. Fersman, 25 
Years of Soviet Natural Science (Moscow, 1944). 
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of developments, some recent and others old. Generally speaking, with 
respect to industrial technology, the United States permits its research 
employees and contractors financed by public funds to acquire full 
rights to foreign patents and “commercial” rights to domestic patents.* 
The governments of Great Britain and Canada, while permitting or 
requiring patents abroad, retain control by virtue of contracts with 
governmental research employees or contractors. The laws of the Soviet 
Union permit a citizen, with the permission of the government, to apply 
for patents abroad; but this right seems to have been very rarely exer. 
cised in practice.” From the standpoint of an international system of 
dissemination the resulting picture is one of considerable confusion 
which, in actuality, is reflected in the present patent situation regarding 
technology in certain recently developed fields such as radar. In each 
patent jurisdiction there is a quadripartite series of overlapping, comple. 
mentary, and competing patents owned or controlled by private domes- 
tic parties, their respective national governments, private foreign parties 
and foreign governments or their agencies. Heroic measures may be 
required to bring order out of this and similar situations in order to 
permit the maximum commercial use of the underlying technology and 
to determine the status of future patents. Mere ad hoc remedies, perhaps 
differing in the various countries, cannot go to the roots of the problem. 
If governments in the future are to engage in substantial research pro- 
grams having industrial applications, a systematic and mutually agreed 
approach would seem necessary or at least highly desirable. 

In general, there are two main approaches that might be followed, 
one of which seeks to minimize the use of patent techniques while the 
other would employ them widely for prudential reasons but would seek 
to avoid restrictive consequences. Each of these has its advantages as 
well as its disadvantages. The “free” or “‘no patents” approach is based 
on the assumption that patent entrepreneurship on the part of govern- 
ments would be costly, administratively cumbersome, possibly restric- 
tive, and might have unwelcome repercussions on the entire patent 
system. Since simplicity and international political probity are impor 
tant, any system which promises these results deserves consideration. 

So far as is known to the writer, governments have followed a policy 
of licensing foreign patents under their control on a nonexclusive and 
nonrestrictive basis, and by a sort of comity have granted royalty-free 
licenses to agencies of foreign governments under patents controlled 

* In such fields as agriculture, public health, and other nonindustrial pursuits in whic 
patentable discoveries may be made, the practice is generally followed of acquiring domestic 
patents and dedicating these to the public. This result follows not so much from a concerted 
governmental policy as from the fact that various agencies have followed different lines of 
action in this respect. 


* The complexities of the situation in which the state also operates industrial enterprists 
are discussed below. 


wit 
pa 
sin 
pri 
the 
vio 
the 
wo 
exi 
dis 
the 
be 
wit 
tec 
abc 
pra 
cin 
tal 
no 
ga 
aus 
of 
if 
pa | 
co 
f¢ 
tr 
by 
pe 
th 
me 
m 
mt 
be 
bet 
res 
% 
thr 
the 
of 


INTERNATIONAL CARTELS 763 


within the jurisdiction of such governments. Thus since the international 
patent practices of foreign sovereigns have been hitherto benign and 
since the problem has been of relatively small dimensions, the issue of 
principle has remained dormant. It seems virtually certain, however, 
that this status will not continue if either or both of these conditions is 
violated. The exercise by a foreign sovereign of monopoly rights within 
the domestic economy of another country by virtue of letters patent 
would be an intolerable invasion of national prerogatives, and even the 
existence of a substantial patent control in such foreign hands might be 
disturbing.” Consequently, there are compelling reasons for the belief 
that technology derived from governmental research should properly 
be made freely available for dissemination on an international basis 
without the mediation of patents, patent contracts, and other similar 
techniques more suitable to private parties. This policy, as indicated 
above, has been traditional on the part of governments in certain fields, 
free dissemination and exchange of useful information being the general 
practice in such important areas as plant and animal husbandry, medi- 
cine, public health and sanitation, housing, and other pursuits. Cer- 
tainly, the magnitude and consequences of free interchange within these 
nonindustrial fields should not be neglected in discussions of policy re- 
garding the disposition of industrial technology developed under public 
auspices. 

Despite this presumable advantage of a program of free disclosure 
of research results, certain complicating factors would seem inevitable 
if it were pursued. For example, in countries which do not examine 


patent applications for novelty, private parties may obtain patents 


covering claims based on insignificant modifications of the research in- 
formation disclosed by public agencies in other countries. International 
trade in new products might thus be foreclosed or seriously impeded 
by the creation of such legal monopoly rights. This contingency could 
perhaps be met by means of an international convention under which 
the adhering governments would undertake to carry out appropriate 
measures to prevent the improvident issue of such patents. Unless the 
magnitude of industrial research carried on by public agencies becomes 
much greater than seems likely in the calculable future, it should not 
be difficult to devise and implement a system of mutual notification 
between governments as to research results originating under the public 
research programs of each country. In lieu of such a convention or 

* In practice during times of peace the degree of control exercised by a foreign government 
through private agencies owning patents abroad is not always clear. Thus in the period before 
the two recent world wars it has been widely alleged that German firms exercised command 
over their foreign patents in the interest of German national policies. Public repercussions fol- 
lowing such disclosures suggest the hypothesis that the equal treatment of foreigners in respect 


of patents can prevail successfully only under a regime characterized by a fairly complete sepa- 
ration of private industry and the economic foreign policies of the national state. 
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pending its establishment, it might be a feasible policy for a nation tp 
join with foreign governments in a series of agreements which would 
provide that each government would undertake to prevent (a) the filing 
of applications for letters patent on the results of research financed by 
its public funds, and (b) the issuing of patents on such research results 
to nationals of any other country.” 

Although these safeguarding devices may avoid direct appropriation 
and monopolization abroad of governmental research results, they 
would not apparently meet the further and very real contingency that 
private firms probably will make patentable improvements on the un- 
patented governmental research results. If sufficiently important, such 
patents might even block further exploration by governmental agencies 
along important lines. Also, such improvement patents could be em- 
ployed to control the use of the technology by industry generally, thus 
frustrating the purpose of the public program in making freely available 
to all parties the results of its research activities. 

As a means of avoiding these difficulties and frustrations it may there- 
fore be argued that each government should patent and reduce to its 
control inventions or discoveries made under its auspices, and should 
use such patents as bargaining instruments with private firms who 
undertake further research. The purpose of such bargaining would be 
to insure that improvement patents subsequently obtained by private 
parties at home and abroad would be generally available on a non- 
discriminatory basis under reasonable royalties. The unwelcome conse- 
quences of intruding sovereign power into the patent jurisdictions of 
foreign governments maght be substantially avoided through a series of 
bilateral treaties, or preferably an international convention, specifying 
a procedure whereby each government would assign to the other or 
grant nonexclusive licenses with the right to sublicense other parties 
on all patents emerging within the other government’s jurisdiction. 

The handling of patents under the general plan as outlined would not. 
of course, constitute a restrictive device in the sense of control over 
markets and production; and if properly administered, it would avoid 
the inherent disadvantages of the “free’”’ system. 

4. Socialized Industries and the Exchange of Technology. 

The prospects of these remedial and positive approaches to the inter- 
national cartel problem in the field of technology should, insofar as 
possible, be assessed in the light of contemporary developments which 
have gone far to eliminate many of the assumptions of universal laissez 
faire that were realized in certain respects up to the World War an¢ 
more imperfectly so thereafter. Specifically, diverse social trends in the 


7 This line of approach was embodied originally in S 1297, 79th Cong., 1st sess., a bill “te 
promote the progress of science and the useful arts to secure the national defense and for other 
purposes,” and providing for the establishment of a national research foundation. 
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operation and control of industry in various foreign countries have 
opened a considerable gap between socialized and partly socialized econ- 
omies, on the one hand, and predominantly free enterprise countries on 
the other hand, in respect of the development, protection, and exchange 
of technical information. This circumstance gives rise to a number of 
unsettled problems concerning the modus operandi of patents as the 
basis for the international exchange of technology. 

For example, if technical research in socialized economies is conducted 
by or made available to the relevant public business enterprises, it is 
possible that the resulting international exchange of information will 
be considerably less free and extensive than in the past. On the one 
hand, a policy of nondisclosure abroad might be motivated on economic 
grounds by the prospect of improving the nation’s gain from interna- 
tional trade. On the other hand, a policy of disclosure abroad might be 
forthcoming only under highly restrictive conditions in the event that 
competition exists for export markets in third countries. 

A similar technological gap appears as between private firms in a 
given industry in one country and socialized establishments in the cor- 
responding industry abroad. Two general cases may be distinguished: 
(1) the socialized industry abroad may be operating within a completely 
socialized economy, or (2) it may be operating within a system that 
recognizes and gives effect to private property rights in means of pro- 
duction, including technical information. In the first case, even though 
the socialized nation maintains a system of patent grants to foreigners, 
this system must differ greatly in economic and legal significance from 
the regime in private enterprise states. Presumably a patent cannot 
invest the foreign patentee with some or any rights to manufacture in 
the socialist country nor to exclude the"government of that country 
from manufacture or importation. The grant of a socialist patent is, in 
effect, only the recognition of a novel invention, conveying to the in- 
ventor a presumptive right to reward within the discretion of the state. 
It confers no “bargaining power” in the sense of a right to withhold 
an invention from use by others. Consequently the more of his tech- 
nology which is undisclosed and not patented either in his own country 
or abroad, the greater the bargaining power of the foreign inventor. To 
the extent that he has obtained patents in the socialist country, and to 
the extent that his undisclosed technology is complementary to these 
patents, the greater the reward obtainable for the use of the patents 
under a contract between the foreign inventor and the socialist state. 
While it is conceivable that the quid pro quo for such disclosures might 
be reciprocal disclosures by the contracting socialist industry, this mat- 
ter is surrounded by a number of complexities and uncertainties. 

In discussing the international technical agreement, it was indicated 
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above that technical collaboration presupposes mutual relations of , 
highly confidential and intimate nature. It is not certain, however, 
whether in practice many governments would wish to permit such re. 
ciprocal relations to be established between their producing agencies 
and private nationals in foreign countries. Furthermore, in order ty 
gain maximum bargaining power and to protect itself against irreparable 
“leakage” of information transferred to foreign parties, the socialist 
government would be under strong inducement to patent abroad. While 
it could avoid the possibly unwelcome consequences of this situation 
by a firm policy of general licensing, as suggested in section 3, above, 
it would thereby lose in some measure its bargaining power. 
Unresolved issues are also present in the case of technical relations 
between a “straight” private enterprise economy and a “mixed”’ econ- 
omy. Moreover, they impinge both on the precepts of liberal commercial 
policy and the substantive matter of the completeness of the interna- 
tional exchange of technology. If publicly-owned industrial enterprises 
in a mixed economy are, to use Pigou’s expression, merely “socialist 
islands”’ in a lake of capitalism, they may in the absence of proper saje- 
guards make use of patents even more effectively than could a private 
firm to defeat the ends of liberal international trade policy. The social- 
ized industry by virtue of its monopoly position as to domestic produc- 
tion is in a favorable position to reduce to its control all patents whether 
owned by domestic or foreign parties and thus to monopolize importa- 
tion even though not invested with this power by legislation. It would 
also be in a position not only to take monopsonistic advantage of pat- 
entees in obtaining licenses or assignments but also to discriminate be- 
tween foreign and domestic parties. Such discrimination could, of course, 
extend to systematic oppositions in the national patent office,”* and the 
enforcement by the patent office of extreme standards of novelty with 
respect to inventions of particular concern to the industry in question. 
Moreover, since patents frequently cover processes or intermediate 
products useful in other industries, exclusive possession of such patents 
would further enhance the monopoly powers of the socialized industry. 
Finally, since the socialized industry would be the sole domestic 
claimant and beneficiary of its government’s research expenditures 
along certain lines, or might actually serve as the public research agency 
its attitude toward foreign disclosure of research results and its policy 
toward patents in foreign countries might accordingly be affected. From 
the standpoint of its managers, it might seem imprudent to risk the 
possibilities of increased competition in export markets by a liberal dis- 
closure policy; it might by the same token be shrewd business to play 


_ ™ National patent systems, of course, differ as to this feature; however, many of the most 
important systems provide for opposition proceedings. 
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the strong hand with patent acquisitions abroad in order to obtain 
more favorable treatment from foreign enterprises, both as to disclosures 
of know-how and access to patent rights possessed by such foreign 
firms in their own or third countries. Over and against this possibility 
must be set the general foreign economic policy of the government in 
question, which might or might not prevail to the contrary. 

The conclusions to be drawn from this discussion are not necessarily 
pessimistic. In the first place, the troublesome area is, to repeat, not 
all-inclusive. Scientific developments of a pure or background character 
are at the present time freely disseminated between countries, and 
measures for their still more complete interchange are in prospect under 
the Educational, Scientific, and Cultural Organization of the United 
Nations”® and national measures to further its purposes.*° International 
collaboration and exchange of technology in many applied fields such as 
agriculture is likewise relatively unimpeded at the present time and 
should be amenable without difficulty to substantial improvement. 
Moreover, even in the redoubtable field of industrial information there 
exists an unpatentable and nonconfidential margin that is freely dis- 
seminated for application to productive ends. These are good omens 
that should speed the difficult job of improving the interchange of in- 
dustrial technology which as this study has endeavored to show is quite 
within the realm of possibility. 

® For a description of the history of the present International Council of Scientific Unions 
see E. C. Brunner, “International Council of Scientific Unions,” Department of State Bulletin, 
Sept 
B ser ce ee 4368, 79th Cong., Ist sess., Oct. 11, 1945, a Bill “to extend and broaden the 


existing programs for the interchange of persons, knowledge, and skills between the people of 
the United States and the peoples of all countries.” 
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DISCUSSION 


Vincent W. BLADEN: Dr. Haley discusses the joint proposals of the 
United States and Britain. It therefore seems appropriate for me to open 
by a reference to the nearest thing to an official statement of the policy of 
Canada. It is not really that. It is the advice given to the Cabinet by the 
Combines Commissioner, Mr. F. A. McGregor, as to what that policy 
should be. It is contained in his recent report, Canada and Internationg| 
Cartels (Ottawa, 1945). The reception of the report in Canada gives one 
good reason to believe that the “advice” meets with rather general approval, 
May I quote part of the final recommendation (pages 68-69) : 

It is recommended that the government of Canada give its support to the establishment of a, 
international office to deal with cartels. . . . It is not likely that there will be immediate ac. 
ceptance by all countries of the specific proposals [i.e., the earlier proposals for the prohibition 
of particular cartel practices] put forward by the United States. ... But there is no doubt 
that the time has come for joint international action in this field. The establishment of ap 
international office to further negotiations among nations and to assist in the establishment oj 


accepted principles for the control of cartels through discussion and compromise would seem 
to be one of the first steps in dealing with international cartel problems. 


With this recommendation I am in complete agreement, and I would like 
next to make it clear that the hedging which I later indulge in does not 
mean that I am an advocate of cartels and restrictive agreements. Frankly 
I dislike and distrust monopoly in any form. But I am not too optimistic 
that national groups can be forced to compete, nor am I confident that 
unrestrained and unregulated competition in the world market would 
always provide a happy solution of the problems of all nations. 

The Canadian report dealt exclusively with cartels. I have continually ar- 
gued that private and public agreements should be considered together, and 
that many private agreements do not materially differ from agreements that 
would be made between “‘nationalized” industries in competing countries. 
Dr. Haley has dealt mainly with the conditions under which public, or, 
as they are called, “commodity” agreements might be acceptable. It is to 
this that I direct my attention, but what I have to say has some relevance 
also to cartel policy. 

The first point that I want to make I must hinge, a little unfairly, ona 
phrase in Dr. Haley’s paper. At one point he says: “Does the fact that an 
international commodity agreement has as its participants governments 
rather than private concerns necessarily insure the protection of the public 
interest?’ (My italics.) It is on the use of the phrase “public interest” in 
this context that I want to comment. Even in national affairs there is some 
difficulty in defining the public interest; in international affairs I feel it is 
a definitely misleading concept. Because I fear that I shall be thought re- 
actionary I hurry to take cover behind a liberal, Dr. Gunnar Myrdal. h 
his Godkin Lectures on Population at Harvard University there is this 
dictum: ‘“‘To hope for a more universal collectivism than the national seems 
in the present stage of human history to be an illusion. No one, except it 
very thin intellectual strata, seems to have a working sentiment of indent 
fication with humanity or even with Western culture.” The context of this 
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dictum was very different, but I suggest it has important implications for 
the discussion of cartel policy and commodity agreement policy. It leads 
one to phrase discussion in terms of the reconciliation of public (i.e., 
national) interests rather than in terms of the public (i.e., world) interest. 
It leads one to emphasize effects on the regional or national distribution of 
income as well as effects on the aggregate income of the world. It leads one 
to a more sympathetic and realistic consideration of the noneconomic fac- 
tors in national policy. It does not necessarily mean the acceptance of 
restrictive agreements public or private as good things, and the reason that 
I said it was unfair to hang these remarks on a phrase in Dr. Haley’s paper 
is that my emphasis on the national interests does not lead to any serious 
reservations with reference to his paper as a° whole. The desirability of 
establishing an investigating and conciliating body such as the ITO is not 
in question; the plea for constructive measures to render agreements un- 
necessary is if anything reinforced; but it should affect the spirit of the 
administration, and perhaps it contributes to a plea that the rules laid 
down for the ITO at the time of its foundation be not too rigid. It is my 
belief that it is out of the process of administration that sound drafting of 
legislation generally emerges. 

In the Proposals there is one feature that is rather terrifying to an econ- 
omist from one of the “dependent” economies. I refer specifically to the 
“second condition” required for any commodity agreement to be approved; 
viz., “that widespread unemployment unrelated to general business condi- 
tions has developed.” (My italics.) I also refer to Dr. Haley’s footnote 
where he notes that the emphasis is on abnormal commodity problems re- 
sulting from war, and not on stabilizing prices of raw materials or checking 
the decline of raw material prices in periods of general depression. Now this 
would be satisfactory and acceptable if one no longer feared depression; or 
if one felt confident that constructive programs of economic stabilization 
without restriction were likely to be successful; or if there were some pro- 
vision for maintenance of income in the dependent economies that are polit- 
ically independent as there is in the dependent regional economies within 
the nation state. But till there is more evidence of the probable success of 
positive programs of expansion and more readiness to be concerned with 
the world distribution of income, Canadians may well be frightened by this 
attitude. We do not believe in restriction as a remedy for depression; we 
want expansion and adaptation; but we are not happy at the prospect of 
giving up our right to self-protection till we are more sure that we do not 
need it and that others have similarly and sincerely disarmed. I am, how- 
ever, very completely in agreement with Dr. Haley when he says “‘if efforts 
directed to the expansion of world incomes and employment should be even 
moderately successful, the occasions calling for restrictive intergovern- 
mental agreements will be relatively few, and the facility with which re- 
lated adjustment plans will be accepted may be relatively great.”’ I have 
said in a Canadian pamphlet that we can only accept the negative policy of 
world antitrust as a part of a positive program of expansion and organized 
adjustment. It is good to find the cartel and commodity agreement policy 
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now made a part of a bigger program “for expansion of world trade anj 
employment.” Until the positive program is more certain of success I am 
afraid to accept too rigid a “self-denying ordinance”’ on protective restric. 
tions. 

A further reason for preferring to leave the ITO a rather free hand tp 
work out its policies is based on the feeling that we should not legislate for 
the forties and fifties on the assumption that the pattern of the thirties 
sets our problems. New kinds of trading relationships are developing, es. 
pecially various forms of state trading; new forms of domestic economic 
policy with important international implications are developing. Surely the 
important point is that made by Dr. Haley in his footnote where he refers 
to the “unfortunate assumption that no country (and least of all the United 
States) can be expected to change its domestic economic policy on the basis 
that this policy is a source of justifiable irritation to other countries while 
the same ends could be achieved in a way which would not be objection- 
able.” It seems to me that the real advantage of the ITO is that it provides 
machinery for discussion of the international impact of national policies, 
To outlaw specific forms of international agreement may merely lead to the 
devising of new forms, as happened in your antitrust history. It may be 
argued that the provision for consulting before action is the essential part 
of the Bretton Woods Agreement; I am sure that it is of the ITO. Putting 
this another way, surely the agreement is intended to provide for reasonable 
rules of the game in international trade, not to force capitalist free enter- 
prise on the world. And if it is a matter of making rules must one not insist 
that the conditions have so changed that they must be “new” rules, not 
just the old nineteenth century ones; and that the conditions are so fluid 
that the rules will have to be developed rather slowly out of administration? 


Fritz Macuiup: The old Romans had a proverb which in English 
translation said that ‘‘what is permissible for Jupiter is not permissible for 
an ox.” This authoritarian discrimination between the governing and gov- 
erned is contrary to the American way. Believing in democratic equality 
we say instead that ‘“‘what’s sauce for the goose is sauce for the gander.” 
Yet, present-day doctrine goes back to the classics when it says that what 
is evil and unlawful if called a “cartel between citizens” is good and per- 
missible if called “commodity agreement between governments.” 

Agreements in restraint of international trade are always beneficial to 
some people and injurious to others. Economists usually agree that the ag- 
gregate benefit falls short of the aggregate injury; but the benefits are con- 
centrated among fewer people and the injuries dispersed among the masses. 
When the beneficiaries of restriction are organized and can exert strong 
political pressure, economists have to make a difficult choice. /dealis 
continue to crusade against the restrictions. Opportunists become con- 
sultants to the pressure groups. The majority mumbles that we “must fact 
reality” and that we “cannot swim against the stream.” And a few haré- 
working government economists try to achieve a compromise and rationaliz 
its provisions. 
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The compromise which was “‘developed by a Technical Staff within the 
Government of the United States in Preparation for an International Con- 
ference on Trade and Employment’ and which Professor Haley today 
analyzed for us so ably and lucidly, attempts to persuade the “Peoples of 
the World” that sauce for the goose is not sauce for the gander; at the same 
time, it tries hard to keep the supply of “sauce” or “gravy” for pressure 
groups to a minimum. The idea is that those international cartels which can 
muster political pressure and get the blessings of the governments may 
apply for a new charter as commodity agreements, but that it must be 
made rather hard for them to qualify for it. By leaving open the hope for 
the BF cartelists that they will be able to qualify, we may reduce the resistance of 
fers BS the governments of many nations to join in an international convention 
ited curbing “restrictive business practices.” On the other hand, the applicants 
asis for intergovernmental arrangements for the restriction of international 


hile trade in certain commodities shall have to pass a series of exacting tests and 
ace procedures. In brief, we neither shut the door, nor do we leave it wide open. 
ides Will many trade restrictionists be able to squeeze through the opening 


ies. which the proposals provide? Are the tests and procedural hurdles difficult 
the enough to keep out all but a handful of “overexpanded industries”? The 
be answer will depend on the ITO and the way it applies the “principles’’ de- 


- fined by the proposals. 

ung Professor Haley’s analysis is well considered and sound. In his discussion 
able of the principles under which agricultural commodities may qualify for 
ae commodity agreements, he expresses three ‘‘cautions” which he wants the 
om ITO to keep in mind: (1) He warns against impatience in the application 
not 


of the “burdensome surplus” clause. Premature findings may be costly to 
consumers all over the world. (2) He warns against delays in applying the 
“widespread distress” clause. Professor Haley suggests that the ITO, 
instead of waiting until widespread distress has actually developed, should 
act sooner in order to prevent distress from developing. I am afraid, how- 
ever, that a “threat of distress” clause would be so much abused as to render 
the test almost meaningless. (3) Professor Haley warns against acccepting 
the “burdensome surplus” as a qualifying condition where the surplus is 
chiefly the consequence of a domestic program of artificial price support. 

In discussing the principles under which semimanufactured products 
ae may qualify for commodity agreements Professor Haley is more lenient 
than I should be inclined to be. I refer to the “widespread unemployment” 
clause. If an industry is really overexpanded, the emergence of unemploy- 
ag ment in the industry may be the one and only method of economic adjust- 
ment. If the price of the product had been held at an artificially high level, 


= Professor Haley correctly states, the lowering of the price through competi- 
“ tive forces will even increase employment throughout the world, causing 
* unemployment only in the submarginal mines or plants. To ask the world 
os to keep the price high by means of an intergovernmental commodity agree- 
- ment, so that the “widespread unemployment” in the inefficient sectors of 
lize ' Proposals for Expansion of World Trade and Employment (Department of State Publica- 


tion 2411, issued Dec. 6, 1945). 
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the industry may be avoided, is not only an uneconomic way of assisting 
the high-cost producers and the country in which they are located, but it js 
also a deception of the ‘Peoples of the World.” If the ultimate consumers, 
say, of tin products were asked whether they were willing to make a dona. 
tion to the Bolivian tin industry and its workers, they would probably an. 
swer with an emphatic ‘“‘no.” In my judgment, people should know when 
they are taxed and for what purposes. But apart from this deception, the 
hidden tax on the consumers of tin products which is levied as a result of 
commodity agreements is much higher than any excise tax would have to 
be in order to pay the most generous unemployment benefits to Bolivian 
miners after the tin price is allowed to come down to a competitive level, 

I agree fully with Professor Haley’s skepticism in regard to the represen- 
tation of consuming countries in the negotiation of commodity agreements. 
The processors’ and importers’ interests are not the same as those of the 
unorganized and inarticulate ultimate consumers. Governments are not 
prone to battle for inarticulate interests while organized groups are lobby- 
ing, howling, and bribing. 

The one exception that I take to Professor Haley’s paper refers to his 
statement that “it would be unwise to interpret too strictly the provision 
that the program of adjustment should be ‘believed adequate to insure sub- 
stantial progress toward solution of the problem within the time limits of 
the agreement.’ ” In my judgment, this provision cannot be interpreted too 
strictly. The whole “adjustment program”’ is likely to be faked anyway. A 
mere promise that the “breathing spell” afforded by a commodity agree- 
ment will be used for effecting an “adjustment” of the industry is as worth- 
less as all the thousands of “infant industry” assurances were when tarifis 
were made. We should insist that a most vigorous program of reallocation 
of resources must be formulated and adopted before the overexpanded 
industries are granted the “temporary” protection of intergovernmental 
commodity agreement. 

Professor Hamilton’s paper has a somewhat mysterious title but deals 
with a vital problem: the role in our society of the legal fiction of the cor- 
poration as an acting person. There can be no doubt that the acceptance of 
this fiction is of great relevance to the problem of international combines 
and cartels. Its significance, however, far transcends this problem; it bears 
on the degree of competition almost throughout the economy, on the con- 
centration of economic and political power, and, indeed, on the develop- 
ment, functioning, and survival of a capitalistic economy. Nothing I could 
say would add to the wise and witty statements in the essay which Professor 
Hamilton has contributed to this meeting. 

Dr. Terrill had a most difficult task. In his paper on “The International 
Exchange of Technology” he is breaking new ground, and we must not 
complain if the result is not as smooth as one would like to have it. In view 
of the mass of fertile problems which he has unearthed it would be unfair 
to point critically to the inevitable rough spots. I believe it will be more 
profitable if I paraphrase and enlarge on some of his statements. 

As Dr. Terrill states, the findings of scientific, basic research are ordinarily 
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neither patentable nor kept secret, and they are well disseminated inter- 
nationally. It is otherwise with the findings of industrial, applied research: 
they may be patented or secret or partly patented and partly secret; their 
international dissemination is patently unsatisfactory. 

There are at least four principal methods of disseminating industrial 
technological information: (1) voluntary, free, and unrestricted (this is 
merely academic); (2) voluntary, but neither free of charge nor free of 
restrictions (this is the most practical method at present) ; (3) compulsory, 
with reasonable charges but without restrictions; (4) involuntary, through 
the leakage of secrets and through industrial espionage. 

The first two methods each refer both to patented and unpatented infor- 
mation. The third method—compulsory—refers chiefly to patented infor- 
mation and can apply to supplementary know-how only imperfectly and 
with the aid of special devices. The fourth method—leakage—tefers only 
to unpatented information. 

Leakage of secrets is slow and imperfect. The main reason, as I see it, is 
this: it does not pay to organize espionage on a sufficiently large scale, be- 
cause the secret know-how concerns usually only the application of a pat- 
ented invention. Hence, even if you succeed in learning the know-how it 
will not do you much good, because the underlying patents will not expire 
for many years. Adequate industrial espionage, therefore, will be organized 
only when the underlying inventions do not enjoy protection under patents. 
Illustration: Prewar Japan, which has been relatively successful in getting 
technological information from other nations through this method. Coun- 
tries which maintain a patent system cannot rely on adequate dissemination 
of secret technological information through leakage. 

Since voluntary, free, and unrestricted dissemination of the findings of 
private industrial research cannot be expected save in rare instances, moti- 
vated by philanthropy or craziness, we have practically only the two meth- 
ods: voluntary, with restrictions, and compulsory, without restrictions. 

It is rather obvious that patents will be licensed voluntarily and know- 
how revealed in any substantial measure only under restrictive arrange- 
ments which protect the holder of patents and secrets from competition by 
his licensees. It would be naive to chide patentees for such practices. But 
since Dr. Terrill is probably right when he says that the social disadvan- 
tages resulting from the restrictions may be greater than the social benefits 
from the dissemination of the technical knowledge, we must think of reme- 
dies, 

Merely to forbid restrictive licensing will not be a remedy if it is true, as 
many experts say, that patentees will grant restricted licenses or none at all. 
Compulsory licensing then suggests itself as the logical next step. There are 
those who contend that foreign inventions will not be patented in countries 
which have compulsory licensing laws. This is stupid—because if an in- 
ventor should patent his invention in some countries but not in others, the 
invention as revealed in the patents would become freely and generally 
available in the countries in which the patent has not been taken out. The 
critics of compulsory licensing must go further, and they do, contending 
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that the compulsion to grant licenses without restrictions will cause people 
not to patent their inventions anywhere in the world. I cannot deny that 
some people may prefer to rely on secrecy, but I do not think it likely that 
this would be the general outcome. Rather than rely on secrecy it will stil} 
be more attractive to take out patents and grant unrestricted licenses with 
reasonable royalties.” 

Whenever we in the United States ask the American parties to inter. 
national patent agreements why they have accepted all these clauses re- 
stricting output, sales, exports, et cetera, they usually answer that this 
was the condition for getting the licenses; that the foreign patent holder 
would not license them unless they accepted the restrictions. Regardless of 
whether this excuse is true or untrue in most instances, the existence of 
compulsory licensing laws would make such excuses impossible. The Ameri- 
can parties to patent contracts need not enter into restrictive agreements 
if they can always compel the issuance of unrestricted licenses from the 
foreign patentees. 

I believe that an international convention to curb restrictive trade prac- 
tices may be helpful in eliminating restrictive clauses from patent agree- 
ments. I must confess, however, that I do not expect too much from this 
sort of remedy. I am afraid that we cannot count on all other nations and 
on the ITO to attack restrictive licensing with the necessary vigor. I set my 
hope primarily on domestic patent reform. By adequate changes in our own 
patent laws we can much more effectively free the licensing of patents from 
restrictive features and secure the benefits of the international flow of 
technical knowledge without the disadvantages of international cartels. 


RoBert B. SCHWENGER: I find little to criticize in Professor Haley's 
constructive treatment of ‘“‘The Relation Between Cartel Policy and Con- 
modity Agreement Policy.” 

Professor Haley has considered whether, in the so-called “White Paper” 
containing ‘Proposals for Expansion of World Trade and Employment,” 
the commodity-agreement rules are adequate to prevent the use of com- 
modity agreements to circumvent cartel policy—or rather anticartel 
policy. He finds that they are adequate. I agree. 

My question is whether they are not more than adequate, and I speak 
from the point of view of assuring economic peace among nations, and 4 
relatively satisfactory level of world economic activity. Unless these rules 
are fairly broadly interpreted, there is a danger that they will prevent the 
consummation of commodity agreements urgently required in the general 
interest. 

Actually, intergovernmental commodity agreements are very difficult 
to obtain, even without the body of rules contained in the White Paper. 

* I do not underestimate the administrative and judicial difficulties involved in the applic 
tion of compulsory licensing laws. The determination of “reasonable” royalties is one of 
problems amenable only to solution by arbitrariness. But, in fact, the mere existence of com- 
pulsory licensing provisions would ordinarily be sufficient to secure voluntary agreement's 
without restrictions, and decisions by courts or administrative bodies would be required ony 
in exceptional cases. 
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The producing—that is, exporting—countries cannot easily be brought to 
agree and abide by their agreement. One of them will often break away to 
seek a deal with a market country to increase its share of the market. Few 
of them can restrict their domestic production of an agricultural commodity 
so as to prevent the accumulation of stocks. 

Agreements have, in fact, been rather rare, except in times of severe de- 
pression. At such times, the evils the agreements should be calculated to 
prevent are in an advanced stage. It is not the commodity situations, but 
the whole economy that requires treatment; and the field of action left 
open to commodity agreements is limited in practice to restriction. 

Under the rules laid down in the White Paper, the difficulties of negotiat- 
ing agreements in time to prevent widespread distress may be even greater. 
Professor Haley hints at this possibility when he suggests that the burden- 
some surplus rule should be revised to depend not on the existence of wide- 
spread distress but on the demonstrable possibility that widespread distress 
will develop in the absence of governmental action. He also suggests that 
it would be unwise to interpret too strictly the rule that there must be a 
program of adjustment adequate to insure substantial progress toward 
solution of the problem within the time limits of the agreement. Let us con- 
sider some of the other rules from this point of view. 

1. Consuming (i.e., importing) countries, under the rules, must have an 
equal voice with producing countries in the negotiation and operation of an 
agreement. But importing countries can rarely be brought to regard any 
specific agreement as being in their interest, except where they take the 
exporting countries’ point of view because of their colonial interests, or in 
the increasingly rare case where they have not evolved methods of helping 
their domestic producers without helping foreign producers also. Otherwise 
they hesitate to enter an agreement that would require them to give up 
the advantage of obtaining their food and raw materials at depressed prices 
over considerable periods of time, even though it might result in increased 
world economic stability and a better foreign market for their manufac- 
tured-product exports. As it works out in negotiation, the consuming 
countries object at times of high prices that there is no surplus and, there- 
fore, no need for a commodity agreement. Though a surplus may be de- 
veloping, the consuming countries are unwilling to stabilize at the prevailing 
price or even at a lower price that they may still consider relatively high. 
Once the surplus develops and the price collapses, the consuming countries 
do not want a price above the going level. Their negotiators find it difficult 
to get political support for the view that a reasonable price must be assured 
foreign sellers at a time of surplus, in order to prevent depression in the 
producing countries that might have unfortunate repercussions on their 
own economy. 

2. The rules require that there be determination that a burdensome sur- 
pus has developed, or is developing, in international trade and is accom- 
panied by widespread distress to small producers. Professor Haley states 
that the existence of a domestic price-support program is not necessarily 
proot that a burdensome surplus exists. It should be pointed out, however, 
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that the existence of price-support programs in all of the principal producing 
countries (as is now the case for many of the basic commodities apt to be 
the proper subject of commodity agreements), not only holds off the distress 
without lessening the need for the agreement, but it leads the price-sup- 
porting governments to engage in economic warfare for their shares of the 
inadequate world market. Under such circumstances, I suggest that the 
prospect of intergovernmental economic conflict might well be considered 
as satisfying the conditions of the rule. 

3. The rules require that it be determined, in the light of an investigation 
of the root causes of the problem, that measures for increasing the con- 
sumption of a commodity are unlikely to prevent the accumulation of ex- 
cess supplies. The increase of consumption must, of course, be one of the 
major developments in the economic world, if our culture is to survive; 
but commodity agreements, designed primarily to breach the gap between 
a present period of surplus and a future period when demand may reach 
some standard of adequacy, should not be held up under this rule because of 
optimistic expectations for substantial consumption increases in a short time. 

4. Then there is the rule requiring an adjustment program. Here I differ 
mildly with Professor Haley on a question of practicability, not of objective. 
He believes that a definite time schedule for such adjustment should be 
adopted even though he thinks it should not be required to contemplate 
complete solution of the problem within the five years to which agreements 
are limited. But this would bar the agreements most urgently needed. 
Where a problem requiring the “agreement treatment” is very difficult, 
and especially when it is rapidly becoming worse because of unilateral gov- 
ernment treatment in the absence of an agreement, governments may not 
be able to commit themselves to a definite time schedule for the solution of 
the problem. Consider cotton at present. In many cases, the only perma- 
nent solution may lie outside the commodity itself, in the larger field of dis- 
tribution that our general economists are wrestling with. There must be 
adequate purchasing power in the hands of potential consumers and 4 
willingness to spend it for the things they need. It seems to me that, if an 
agreement gives reasonable promise within its time period of holding the 
problem within much smaller bounds than would be the case without the 
agreement, this rule should be considered as satisfied. 

This raises the question of what duration is contemplated for commodity 
agreements. It is clear that the White Paper intends them to be temporary; 
but there are two interpretations of temporary. On the one hand, there is the 
view that the agreements must be primarily of an emergency nature, evel 
for a commodity exhibiting the characteristics that make an agreement the 
appropriate means of dealing with it. On the other hand, there is the view 
that some commodities will require a more or less permanent international 
organization for their control. 

I think I appreciate the arguments behind each of these points of view; 
and I feel that there is a happy medium toward which we must strive. The 
White Paper itself, as Professor Haley has pointed out, limits the agret- 
ments primarily to agricultural commodities and to a very few minerals. It 
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also limits them as to duration, except after review and in effect renegotia- 
tion. It may be that some commodities present a situation of chronic surplus 
in which, as one writer has put it, it will be necessary to have always avail- 
able a “stand-by” organization ready to deal with the commodity when- 
ever a serious surplus situation threatens. 

Some economists have expressed the view to me that there is no valid 
basis for distinguishing between the markets for commodities of this type 
and the markets for other products, as far as the question of market control 
arrangements are concerned. I take it that the number who hold that view, 
except perhaps for some entirely utopian long run, is not very great, but I 
believe it worth pointing out again the distinctions that are so important 
for policy. Theodore W. Schultz in his book, A griculture in an Unstable Econ- 
omy, published by the Committee for Economic Development, puts the 
matter in a fresh and concise way in the following words: “Farming is 
fundamentally different from industrial work and business management. 
... Farm production as a whole is highly stable. Agriculture does not per- 
mit rapid changes in output up or down. Farmers do not close down their 
farms when a depression strikes; they continue to furnish food and other 
farm products to the nation. They are therefore not ‘unemployed’; but 
they do not escape the burden of a depression.” Farmers do not close down 
their farms when their price falls to depression levels. They keep on pro- 
ducing. As long as private entrepreneurs decide the volume of production in 
our economy, this distinction will be vital. 

The matter may be approached in another way. Consider the market for 
railroad transportation or streetcar service. Is it not a market, in the same 
sense that the market for dyestuffs or steel is a market? Why then do we not 
criticize the permanent character of government intervention in the so- 
called “public utility” situations? Is it because of high-fixed costs, leading 
to the maintenance of production in spite of declining prices? But that is a 
characteristic of most farm production. Is it because the duplication of 
facilities would lead to cutthroat competition or natural surplus? Call it 
what you will, it is a characteristic of crop production as well. I suggest 
that this similarity be explored. One great difference between the two, I 
would like to point out, however, is that the market for most public utilities 
is a regional or a localized market, and the government controls called for 
have been possible without obtaining international agreement. In agricul- 
ture, the market is a world market. Hence, what is needed in many cases 
is world control of some sort by international agreement. Sometimes it 
need be only short-lived. Sometimes it may be required over an extended 
period. In either case, the rules, though not permitting disguised cartels, 
must be interpreted so as to permit commodity agreements where they are 
required in the general interest. 


FLoyp L. VAUGHAN: Mr. Terrill presents an over-all picture of the inter- 
national exchange of technology within the framework of present law. I 
shall discuss the economic aspects of the exchange of technology within 
the United States as well as between nations. 


INTERNATIONAL CARTELS—DISCUSSION 779 


e 

n 

e 

It 


778 AMERICAN ECONOMIC ASSOCIATION 


For several decades, patents have been brought together primarily for 
two reasons: first, to make available the latest technology; and, second, to 
accomplish what the Sherman Act forbids. Bringing together all the tech- 
nology of a particular field has become more urgent as the number of pat- 
ents has increased. The greater the number of patents on anything, the 
greater the conflict in their claims and the greater the likelihood of invalid- 
ity. All these patents taken together are like an old brier patch with much 
undergrowth, some branches dead and some alive, but all bristling with 
thorns that defy entrance. In this situation, no concern may know when 
others are infringing, and it may not know when it is infringing. Each enter- 
prise takes out every possible patent; it tries to fortify itself against charges 
of infringement by being able to charge others with infringement. The net 
result is in effect, “‘I will not sue you for infringement if you will not sue 
me.” This applies especially to patents on slight improvements and varia- 
tions. However, in some instances, two or more concerns may have basic 
inventions on the same thing, or similar means of accomplishing a result. 
In any event, two or more concerns with many patents in the same field 
seek some way to avoid infringement, litigation, and confusion, and make 
possible their use of the latest and best technology. 

The second objective in bringing together all patents in one field is to 
create a monopoly and restrain trade. 

Attempts to attain these two objectives have been made through con- 
solidations, pools, trusts, gentlemen’s agreements, and community of 
interest. 

An industrial monopoly, strong and legal, may be achieved by the out- 
right ownership of all patents in a particular field. These patents may be 
obtained through consolidation of former competitors, from its employees 
and professional inventors, and by purchase from outside inventors. 

In shoe machinery, mimeograph, camera and film, electrical, radio, 
chemical, and other industries, the control of patents has been an important 
factor in the dominance of one or a few companies. 

The patent pool is the second principal way of exchanging technology, 
and it may be the means of creating monopoly and restraining trade. It is 
an arrangement by which former competitors partake of the privileges con- 
ferred by one or more patents according to some prearranged basis. 

The number of business units in an industry that contribute patents to 
the pool may vary from one to all of them. 

One common scheme for effecting the patent pool was to assign the pat- 
ents to a dummy who in turn exercised control through licenses to the 
contributors. This was analogous to the old trust in which stockholders 0! 
various companies would assign their stock to a board of trustees who 
turn exercised control by voting such stock. 

There have been patent pools in the seeded raisin, rubber tire, threshing 
machine, liquid door check, enameled ware, motion picture, coaster brake, 
petroleum, glass container, and other industries.' 


1 For a description of economic and legal aspects of patent consolidations and pools, s 
Vaughan, Economics of our Patent System. 
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In some industries two or more concerns with patents agree not to bring 
interference proceedings or infringement suits against each other. This 
permits a united front against intruders. Conducive to such an understand- 
ing are intercorporate stockholding, common stockholders, and the inter- 
locking of officers and directors. 

The courts have followed no clear line in the interpretation of the fore- 
going schemes. In general, they have upheld the ownership of patents in a 
particular industry—in other words, a monopoly of individual monopolies 
and therefore the dominance of an industry. Whether such patents have 
been used or suppressed appears irrelevant. Some patent pools have been 
held legal and others illegal. Pooling or cross licensing of patents as between 
two or more former rivals, each permitting the other to use its patents, is 
within the law. Their licensing of former competitors, giving them the right 
to use their inventions upon payment of royalties, is within the law. This 
was clearly indicated in the gasoline cracking case.? If former competitors 

their patents on the basis of restrictions as to production, markets, and 
pri ces, the legality of such an action is doubtful. If one or more patentees 
license former competitors on the basis of such restrictions, as in the glass 
container industry, the arrangement is unlawful. In all situations, the gen- 
eral issue of course is whether patentees are merely exercising their legal 
privileges or violating the Sherman Act. 

According to Mr. Terrill, the more important international agreements 
provide for the exchange of present and future patents, and also of confi- 
dential know-how. Their most common restrictions pertain to territories, 
sales, output, prices, and suits against validity of patents. These agreements 
are most important in electronics, illumination, dyestuff, explosives, phar- 
maceuticals, plastics, artificial fabrics, synthetic rubber, petroleum refining, 
synthetic fertilizer, metallic alloys, and aircraft equipment. 

According to Mr. Terrill, since 1939 the Department of Justice has 
brought more than forty cases against international cartels and with few 
exceptions they have involved patents and technical agreements. Only one 
of them, however, has been decided. 

Before discussing possible policies, one should review the common atti- 
tude of big business toward the exchange of technology and present the 
ideal objectives of a patent system. 

Some business leaders contend that a contract for the exchange of tech- 
nology is a private affair. A business agreement of little importance—for 
exam mple, one between two antique collectors in London and New York— 

y be just another contract. But an exchange of patent rights between 

omestic concerns here and abroad is very different in its significance. 

U ndue power and the freedom of the individual make a hazardous combina- 

1, and therefore require measures for the protection of the public. This 

is tals in railways and public utilities and their regulation, and 

more recently in retail chains and the Robinson-Patman Act which limits 
their bargaining power. 


* Standard Oil Co. et al. v. U. S., 283 U.S. 163. 
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If economic power is based largely on government favors, the opposition 
to government regulation is obviously untenable. Certain business interests 
whose power rests largely upon patents, favor the exchange of technology 
but oppose so-called “government interference.” 

It is interesting to note that labor organizations whose power rests largely 
upon government favors take a similar stand for so-called “free enterprise.” 
The leader of the mine workers, at the recent labor-management conference, 
had this to say about a resolution for wage raises without price increases; 
“T am opposed to labor’s being required to bargain collectively within these 
limits. I want free enterprise and free collective bargaining.” In opposing 
the president’s plan for fact-finding boards, the head of the C.I.O. took a 
similar position. Likewise, large industrial concerns whose power rests 
largely upon patents seek an extension of their power but oppose govern- 
ment control. Incidentally, blocks of capital and labor that strive for power 
and resist regulation unwittingly invite the very domination which they 
deplore. 

On what basis, if any, should the public permit the exchange of technol- 
ogy? In my opinion, any patent system should promote the following ob- 
jectives: first, stimulation of inventions and the use of them; second, com- 
petition in making better products at less cost and selling them at lower 
prices; third, economic opportunity for individuals and small enterprises. 

Let us now examine possible policies for dealing with the exchange of 
technology, especially of patented inventions. 

One policy would be to encourage the exchange of technology and there- 
fore world-wide monopolies and regulate their prices and services. Such a 
program of regulation would be more difficult than the present one for rail- 
ways and utilities. Also the independent inventor would be handicapped in 
the sale of his patents unless the monopoly was required to purchase them 
at reasonable prices. 

A second policy would be the one now in effect: the exchange of tech- 
nology subject to existing laws and their interpretation. It is described in 
Mr. Terrill’s paper. As already indicated, some of these exchanges are un- 
lawful while others are lawful. The most recent example of an unlawful 
exchange is the Titanium-Pigments case. In this instance two dominant 
companies in an industry use patents as a barrier which would-be competi- 
tors cannot overcome. Neither one challenges the patents of the other, and 
the result apparently is a large number of invalid patents. Such economic 
power discourages independent inventors and prevents the general use of 
inventions. There is restraint of competition. There is economic dominance 
rather than opportunity. 

This whole program of antitrust legislation and judicial interpretation, 
however, has obvious shortcomings. First, any action at all hinges upon 
administrative policy. Second, any action comes, if at all, after the exercise 
of monopoly and restraint of trade. Third, since one member ordinarily 
does not challenge the patents of the other, their industry becomes an old 
brier patch of deadwood and undergrowth and a few live branches which 
defies the would-be inventor or competitor. Such an industry may rely upon 
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a thorny front rather than research for basic inventions and improvements 
and thus technical advance may suffer. In other words, the exchange of 
technology that limits production, divides markets, and agrees upon prices 
presumably will be declared unlawful by the courts, but after certain 
damages have been done. 

Suppose, however, that the patent pool is a mere interchange of patent 
privileges—an arrangement entirely within the law. Its ill effects, though 
less pronounced, would still be serious. The members of such a pool have 
in effect all the important patents in the industry. Experience shows that 
such a situation continues much longer than seventeen years. The members 
control both the environment for invention and the market for patents in 
their industry. They control the most favorable environment for conceiving 
improvements and alternative methods, which consists of production by 
their workers of the products which embody their inventions; observation 
of results by their professional inventors; and suggestions for purchasers 
and users. Further, such a pool provides only one market for the improve- 
ment patents of an independent inventor. The price paid for his patent 
would reflect not bargaining power between equals but rather the decision 
of one, two, or a few buyers. A pool whose membership is limited to domi- 
nant companies obviously restricts competition. It is like a closed shop in 
that only members participate in the latest and most complete technology. 
It is like a closed union in that other companies cannot join without per- 
mission. 

A third policy, in effect, would be to regard the patents in each important 
industry as affected with a public interest and therefore subject to govern- 
ment regulation. Under this policy the useful and valid patents of each 
industry would be pooled, and licenses would be issued to all on a royalty 
basis. Some such agency as the Federal Trade Commission would administer 
the policy within the United States. Patents obviously worthless or irrele- 
vant would not be included in the pool, and those deliberately suppressed 
would be canceled. Appropriate action would be brought to test the validity 
of questionable patents; perhaps the Patent Office would be required to 
defend the patents it has issued. More important, there should be stricter 
standards for the issue of patents in the future. 

The useful and valid patents of each industry would be pooled, and any 
prospective manufacturer would be licensed to use the technology which 
they cover upon payment of royalties, perhaps according to his volume of 
output. These royalties in turn would be paid to patent owners in accord- 
ance with an appraisal of the relative importance of their inventions to the 
industry. Patents which do not reveal the know-how essential to practical 
application would be devalued accordingly. 

There would be variations in administration according to circumstances. 
Appraisals of patents would be modified as some patents expire and as 
others are issued. If the patents of an industry cover alternative methods, 
a manufacturer might be licensed to use one rather than all of them. Also, 
a manufacturer in another industry might want a license under one or a 
few of these patents rather than all of them. Again, if improvements patents 
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could be clearly differentiated, the royalty might be determined for each 
one separately so that any licensee could take or leave any one or all of them, 

Pooling patents of an industry, determining the royalty for all of them 
and the payment to each patent owner would give rise to many and endless 
difficulties. It would be impossible to appraise closely the relative merit or 
importance of each patent. But even approximations would be far better 
than the present distribution of rewards through litigation and through 
bargaining between the corporation and the individual inventor. 

This policy—the pooling of patents—would be applied in any industry 
where necessary to prevent conflict and confusion in the use of the latest 
technology and to achieve active competition in prices. 

The owners of patents in any industry—for example, in refining petro- 
leum—would be given the opportunity to pool their patents, issue licenses 
to others, collect royalties, and divide the proceeds among themselves, 
provided, of course, their plan eliminates suppressed and invalid patents, 
encourages competition, and otherwise meets the approval of the govern- 
ment. 

This plan would not provide any immunity or exemption from the anti- 
trust laws of the United States. However, if properly administered, it would 
lessen the need for such laws in industries where patents are a major factor. 

Under this policy, the relative importance of the patents of large corpora- 
tions would decrease to the extent that a more certain reward would stimu- 
late independent inventors. Another factor in this situation would be the 
extent to which universities pursue programs of research, not merely in 
pure science, but in its practical applications. Many states now lead the 
way in finding new resources, new processes, new products—in short, new 
means for industrial expansion. 

This policy would provide royalties on the worth-while patents of inde- 
pendent inventors and of enterprises both small and large. Certainty of re- 
ward would arouse and sustain inventive activity more than the present 
uncertainty. Payment of royalty rather than litigation and other uncertain- 
ties would be the price of admission to an industry, and therefore would 
permit the effective and maximum use of inventions. It would create, re- 
store, and increase competition in many lines of manufacture. It would open 
up new fields of economic activity to hundreds of enterprises. In other 
words, this policy would stimulate inventions and the use of them, foster 
competition, and provide economic opportunity. 

Such a program for the United States alone would have an important 
bearing upon the international exchange of technology. With the exception 
of secrets, the latest inventions would be available here on a royalty basis. 
Products which embody such inventions would become available abroad 
where patent rights do not interfere, and to this extent provide everywhere 
the result of the interchange of technology. Restrictive agreements basec 
on patents would be illegal in the United States and perhaps ineffective 10 
foreign countries. Pooling patents and granting licenses, to repeat, would 
stimulate invention, competition, and manufacture. Consequently, this 
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country might lead the way to the adoption of a similar policy in other 
nations. 

A similar program might be put into operation on a world basis. The 
machinery for this might be an International Trade Organization, as de- 
scribed by Mr. Terrill. Through negotiation pertinent patents of different 
nationals might be pooled and licenses be issued on a royalty basis that 
would permit the general manufacture and availability of the inventions 
which they cover. The fields in which the need for such a policy would be 
greatest would be the pharmaceuticals and other products closely related 
to public health, safety, and general welfare. 

The vigorous administration of the antitrust laws of this country, espe- 
cially in industries where patents are a dominant factor, may lead within 
limits to world-wide availability of technical information. This would sup- 
plement the program already outlined. Its possibilities are indicated in the 
recent decision of a district court in the Titaniwm-Pigments case. For the 
purpose of remedying the restrictions imposed on domestic and international 
trade, the court decreed the cancellation of the restrictive agreements and 
arrangements and also “opening of the defendants’ existing patents, or 
patents applied for or obtained within five years, to nonexclusive licensing 
on a reasonable royalty basis, with the proviso that if an applicant for such 
licenses also has titanium patents, he must give a reciprocal license to the 
defendant companies. The defendants shall also disclose to the licensee, for 
a period of three years, all know-how used in connection with the patents 
in question.” 

In other words, after monopoly and restraint and other evils have been 
practiced some time, the court prescribes for a few years the pooling of 
patents of the industry, granting licenses on a reasonable royalty basis, 
revealing know-how, and restoring competition. Would not such a policy 
be better from the beginning rather than after the violation of the law and 
would it not be better on a permanent rather than a temporary basis? 

Any disagreement with Mr. Terrill’s paper is that present laws and their 
interpretation are inadequate as a proper basis for such exchange. The 
pooling of patents in each important industry and granting licenses to all 
upon payment of reasonable royalties is essential, first, to encourage inven- 
tions and their general use; second, to restore and increase competition; 
and, third, to provide economic opportunity in this and other countries. 
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THE PROPOSED PUBLICATION OF A PERIODIC 
REVIEW OF ECONOMICS 


(The following precis of the round table discussion of the proposal of the Committee on the 
Development of Economic Thinking was prepared by Prof. J. J. Spengler and Dr. E. M. Burns. 
Dr. Burns served as Chairman of the round table session.) 


EveELInE M. Burns explained the purposes of the meeting and the back. 
ground of the Committee on Development of Economic Thinking. 

J. J. SPENGLER summarised the findings and proposals of the Committee 
concerning the publication of a periodic review of economics.! 

Epwarp S. Mason pointed to certain difficulties that would attend efforts 
to publish an annual review of economics. Would such a review meet the 
needs of economists as well as systematic treatises and textbooks now do? 
Could high editorial standards be maintained? Would there be enough 
competent contributors available and willing to do review articles requiring 
six months’ time for their preparation? He indicated that the editor and his 
board must be allowed great discretion in carrying out the project, howso- 
ever it was finally conceived. He believed that it would be preferable to do 
a careful review of developments since 1939, to be gotten out in 1947, and, 
on the basis of this experience, to decide how thereafter to provide periodic 
reviews of branches of economics. He concluded: 

If this venture is to be undertaken it is of t importance that it get off to a good start, 
If a high standard could be established in the first volume, contributors to later volumes would 
rarely fail to attempt their best. It is possible that the opportunity afforded by the first volume 
to evaluate developments in a particular field over the last five years will be regarded by con- 
petent people as an unusual opportunity and that a high bead aro will be set. If so the pros 
pects of subsequent volumes will be much improved. I believe that a high level of performance 
is so essential to the success of this venture that an elimination of contributions which do not 
meet proper standards is desirable, even if it means that the volume does not contain each year 
a complete coverage of the proposed subjects. 

Donatp H. WALLACE indicated that while there is need for both a 
periodic review and for a review of developments in economics since 1939, 
a volume dealing with the latter time span should first be pushed to a con- 
clusion. He noted that sufficient funds must be obtained from a foundation 
to make the project a success, and declared that economists have a respon- 
sibility to their public to participate wholeheartedly in this venture if called 
upon to do so. He suggested that the best type of author would be one with 
a sound and working acquaintance with several special fields, together with 
a sensitivity to the broader aspects of economic problems, and indicated 
where such authors might be found. He proposed a number of changes in 
the Committee’s classification scheme, adding, however, that the editor could 
adapt the scheme and make it work. He advocated inclusion of matter 0 
consensus. He believed that a periodic report on economic conditions should 
cover events and policy changes as well as essentially quantitative matter, 
but suggested that matter of this sort probably ought to be dealt with ins 
separate periodic volume. Let us get ahead with the job, he urged. 

Morris A. CopeLAND said the Committee prescribes for the ailment, 
too-much-to-read, a further dose of good reading matter. “The problem is 


! The full report of this Committee may be found at page 922 of this Proceedings. 
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how to make sure that [the proposed review] will be good enough to justify 
the average economist in reading this kind of secondary material instead 
) of an equal volume of primary articles.” He stressed also the elevation of 
the standards of performance by individual economists, saying that “one 
possible justification for [the proposed review] apart from its own goodness 
as reading matter” is the raising of standards and the emphasizing of 
research rather than publication. He further stated: 


Today it is not enough for an economist to produce an idea, and state it clearly. He must 
also sell his idea. There are too many economists as well as too much to read. Instead of be- 
coming a profession economists have become a public. An idea not kept before this public, 
like an unadvertised trade name, is soon forgotten. The [proposed review] might do something 
to remedy this present emphasis on publication rather than on research. If [it] is read widely 
enough itself, and if in its selections among the outputs of economists it discriminates wisely 
enough and rigorously enough, it will come to be a sought-for honor to have one’s work men- 
tioned in [the proposed review]. There is thus in [it] the possibility of giving an incentive to 
quality of research rather than to quantity of publication. This possibility should definitely 
be made the most of. 

The question of quality of work thus has for [the proposed review] a dual aspect. There is 
need first to pass judgment on the outputs of economists, to select some of these as accomplish- 
ments deserving mention in the critical summaries, and to reject others as not worthy of men- 
tion. There is need, second, to consider the quality of the critical summaries themselves. 


He made a number of proposals designed to improve the quality of the 
critical summaries. If a periodical review were determined upon—he pre- 
ferred a quarterly to an annual—no author of a review of a field should re- 
peat until two others had had a go at this field, and each consultant should 
be encouraged to file amendatory notes which might be printed and for 
which honoraria might be provided. Adherence to a fixed scheme of classifi- 
cation would be inadvisable. It would not be feasible, except at long (e.g., 


five-year) intervals, to conjoin a review of economic conditions with a review 
B of economic thinking. Unless high standards for judging the outputs of 
' economists and for determining the quota of items to be mentioned in each 

critical summary were established, the proposed review would not be suffi- 
ciently selective and critical and would not be worth undertaking. 

Pau T. Homan favored doing the reconversion volume first and planning 

for continuing reviews of economics in light of experience with the reconver- 
| sion volume. He indicated that a separate volume might well be devoted to 
/periodic reviews of economic conditions, events, policy changes, etc., but 
independently of the project under consideration. He dwelt upon the very 
great editorial problems involved, upon the possible lack of competent 
contributors, and upon the need for more financial support than apparently 
| was contemplated. 

Fritz MAcHLUup indicated that the tempo of development of branches 
of economics is not such as to permit a review every year or two; proposed 
that a first volume, to appear in 1947, review developments since 1939, 
and that thereafter volumes of reviews appear no more frequently than 
once in three years. He expressed the belief that it would be difficult to get 
enough competent contributors, and pointed to some of the opportunity 

_ costs of the project under consideration. He considered the classification 
scheme inadequate. 
» Josep S. Davis strongly favored the project, saying that he preferred 
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seeing the reconversion volume done first. An annual review volume, not 
necessarily covering the complete field each year, should follow. He sug. 
gested that the proposal to provide an annual or a periodic factual review 
be explored separately. He suggested changes in the classification scheme: 
noted the great usefulness to economists and others of the review project. 
and expressed his conviction that there were many competent potentia| 
contributors available. 

FRANK H. KniGut suggested possible changes in the classification system 
and additions to the content of the factual surveys, should they be included 
in the project. He added, however, that on classification there is much 
diversity of point of view, and that the actual developments in fields would 
have much to do with how they could best be summarized; therefore 2 
fresh start would have to be made from year to year on the basis of the 
material on hand. 

FREDERICK C. MILLs urged “‘that the chief emphasis of R.O.E. be on the 
rigorous and prompt testing of the organizing ideas, the varied hypotheses, 
the techniques, the quantitative estimates of economic magnitudes that 
are produced annually by persons concerning themselves with economic 
affairs.” He stated: 


Our discipline suffers more than most, I believe, from the persistence of invalid and irrelevant 
concepts and from the tardy rejection of poor data. Discrimination that clears the decks and 
promptly exposes the useless, the misleading, and theirrelevant would speed the development 
of sound economics. ... An annual review of economics that is in large part a summary 
and digest of economic thought would be of limited value. But a review that provides con- 
temporary critical appraisal of the concepts, the substantive contributions, and the methodol- 
ogy of economics could be of very great service indeed. 


E. A. GOLDENWEISER favored doing first a review volume covering the 
period since 1939 and the impact of the war on economic thinking, and con- 
sidering later the matter of subsequent reviews. He did not favor including 
a survey of factual matter believing that other organizations were in a bet- 
ter position than the American Economic Association to provide this type 
of service. 

Dickson H. LEAVENS reviewed the experience of Econometrica with 
annual surveys of branches of economics and indicated some of the difficu- 
ties encountered. He believed a triennial review would have a much greate! 
chance of success than an annual review. 

ARYNESS J. WICKENS stated there is a very great need on part of admin 
istrators and practitioners of economics for review volumes of the sort con: 
templated, saying the American Economic Association is under obligation 
to provide such a review; suggested that the provision of a periodic factua 
economic survey be dealt with separately. 

Dexter M. KEEzER indicated areas in economics in which, despite t 
need for research, little or nothing is being done, while in other areas evel 
piddling projects received attention. Clearly, there is need for a bette 
organization of research. He suggested inclusion in the projected period 
review of a summary of projects in need of doing and of fields in need “ 
exploration. 

Seymour E. Harris pointed to the many difficulties involved in gett 
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out a review of the sort contemplated; would do a first volume and there- 
after review the several branches of economics less frequently than once a 
year; would not include a survey of economic conditions. He indicated that 
a full-time editor would be necessary, questioned the availability of suffi- 
cient competent contributors. 

NorMAN S. BUCHANAN enumerated some of the difficulties which the 
getting out of an annual review would entail, but endorsed the objectives 
of the project. After the completion of a reconversion volume a project of 
periodic reviews might be integrated with the American Economic Review. 
Specifically, a program of critical summaries such as the Committee is 
proposing might be laid out, together with appropriate provisions for fre- 
quency of treatment, remuneration of authors, etc. When one or several 
such summaries had been completed, it could be printed and bound sepa- 
rately as a supplement to the American Economic Review. 

A.pert B. WOLFE stated that there is great need for the first reconver- 
sion volume and that it should be completed, but observed that it could 
be produced only if sufficient financial support were forthcoming. He did 
not favor combining a factual survey with the periodic review of economics. 

JuLEs BACKMAN indicated some of the difficulties attendant upon getting 
out a review of economics; suggested that twenty or more rather than only 
two or three consultants be utilized in order that a truly representative 

pinion on economic developments might be obtained. 

EDWARD H. CHAMBERLIN proposed reducing the number of categories 

luded in the classification scheme and broadening their content as a 
ans to greater flexibility. 

"EVE LINE M. Burns, summarizing the discussion, suggested that the fol- 
lowing points appeared to represent the consensus of thinking: (1) That 
there was need for the type of survey which the Committee had in mind, 
in particular to meet the needs of economists who had lost touch with the 
literature and with economic developments during the war on account of 
military or government service. In addition such a conspectus of economic 
thinking is a continuing need on the part of administrators who more and 
more are concerned with economic problems, and on the part of all profes- 
sional economists to offset the fragmentation of the science resulting from 
increasing specialization. (2) That the American Economic Association 
should undertake responsibility for such a volume or volumes. (3) That the 
project should concentrate in the first place upon a careful two-volume re- 
view of the developments in economics since 1939 to be published in 1947. 
(4) That while periodic reviews similar in general character to the first 
volume were desirable in principle, decisions concerning the appropriate 
intervals of issue and to some extent also the precise content, should be post- 
poned for later consideration in the light of suggestions made at the meeting 
and of experience gained in the preparation and reception of the first issue. 
(5) That the possible preparation of a periodic survey of economic condi- 
tions, events, and policy changes (over and above such treatment as would 
be an inevitable and integral part of the articles in the first volumes) should 
be considered apart from the project described in (1) above. (6) That the 
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editorial problems, as well as those faced by the contributors, were more sub- 
stantial than had been envisaged by the Committee and that even though in 
any case participation in the undertaking would have to appeal to the 
individual’s sense of public or professional service, more adequate financial] 
provision than the report contemplated would have to be made. This would 
probably involve a search for foundation supplementation of the Associa- 
tion funds. 

Finally the Chairman appealed to all interested members of the Associa- 
tion to send in suggestions for content or contributors to the Chairman of 
the Committee, Joseph J. Spengler. 
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ECONOMIC RESEARCH 


The papers in this section are concerned with the activities of the Committee on Research, 
of which S. E. Leland is Chairman. 


DEVELOPMENTS CONCERNING THE NATIONAL 
RESEARCH FOUNDATION 


By Epwin G. Nourse 
Brookings Institution 


I assume that all members of the Association know in a general way 
of the wartime work of the Office of Scientific Research and Develop- 
ment and that in July, 1945, Dr. Vannevar Bush, director of that office, 
submitted to the President a report of its work, embodying a ‘Program 
for Postwar Scientific Research.” This document, entitled Science, the 
Endless Frontier, is commonly referred to as ““The Bush Report.” Its 
outlook was primarily that of military defense and permanent provision, 
through national legislation, for extensive research in the physical sci- 
ences and in medicine. To that end, it proposed the creation of a Na- 
tional Research Foundation and outlined its form of organization. 

Following the publication of the Bush Report, a number of bills 
designed to carry its recommendations into effect were introduced in 
Congress, the principal measures known respectively as the Magnuson 
bill and the Kilgore bill. The chief differences between the two measures 
were that the former centered authority in a directing board and the 
latter in an executive director with an advisory board, and that the 
former was designed to limit the work of the Research Foundation to 
basic physical science and medicine, whereas the drafters of the Kilgore 
bill early accepted the principle that the biologic sciences should like- 
wise be included. 

Social scientists in Washington manifested deep concern over the 
narrowness of the outlook of the Bush Report and over the character of 
early drafts of proposed federal legislation. As a result of a series of 
impromptu meetings, they urged the Social Science Research Council 
to take leadership in seeing that the problems of the social sciences 
should be more adequately considered in whatever legislation might 
eventually emerge. 

The Council had in fact taken active interest in the matter some 
months before the drafting of the bills or the presentation of the Bush 
Report and had set up a special committee under the chairmanship of 
Wesley C. Mitchell to study the problem and report to the Council. 
Members both of this committee and of the Council itself were some- 
what apprehensive as to restraints upon the freedom of scientific inquiry 
which might result from a broad system of federal support and adminis- 
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tration of research. After intensive discussion of the report of the 
Mitchell committee at the fall meeting of the Council in September, 
1945, however, there was substantial concensus (1) that private sources 
of funds would probably be disproportionately small in the postwar 
period as compared with the magnitude of research needs, and (2) that 
our chief concern, therefore, should be to see that the drafters of legis. 
lation and the Congressional committees considering such legislation 
should be as fully informed as possible as to needs in the social science 
fields, as to the nature of our research problems, and as to the adminis. 
trative arrangements that would most effectively safeguard scientific 
standards of work. It was the majority view that adequate safeguards 
could be outlined in the legislation and developed in the subsequent 
administration of the act. 

Both the Executive Director of the Social Science Research Council 
and the officers of the Association for the Advancement of Science used 
their good offices to see that discussion of these phases of the problem 
either by individual social scientists or by representatives of professional 
associations in the social science field should be included in the hearings 
on science legislation, which were held by the Senate Subcommittee 
on Military Affairs from October 8 to November 2, 1945. 

These developments became the subject of discussion at an early 
meeting of the Research Committee of the American Economic Associa- 
tion and were brought by this Committee to the attention of the Presi- 
dent of the Association. As a result, the President instructed me, as a 
member of that Committee resident in Washington and closely in touch 
with affairs of the Social Science Research Council, to take an active 
interest in this matter with a view to seeing that the economic aspects 
of the problem should be presented as adequately as possible to the 
framers of legislation. 

The early days of the Senate Committee hearings were given over to 
distinguished natural scientists and others not identified with the social 
science field. Many of them recommended the inclusion of economic and 
social research in the proposed Foundation. On October 27, the entire 
session was devoted to a panel of social scientists, covering the fields o! 
economics, political science, sociology, statistics, psychology, and an- 
thropology. The senators present manifested a lively interest in the 
part which economic research should play in any national research pro- 
gram and also in the type of administrative setup which would seem 
best to promote the freedom of social science inquiry when supported 
by federal funds. In addition to his oral discussion, each member of the 
panel submitted a formal statement for the record. A copy of the state 
ment filed by the representative of your Association is available. 

The whole question of a National Research Foundation is still very 


muc 
issue 
grou 
port 
any 
scien 
zatio 
mitt 
cont 
a wel 
of fu 
arbit 
serio 
spon 
trato 
emeet 
At 
mon Sc 
sion, 
recon 
recon 
eight 
sideri 
Bsultin 
intro 
the 0 
“ight 
cal 
Defer 
Btion, 
Bthe gi 
dep 
Band 
Bond ré 
Bnay | 
j 
Bas a p 
Or o! 
m The 
mschola 


ECONOMIC RESEARCH 791 


much alive at the present time, in spite of the activity of such pressing 
issues as atomic control and reconversion problems. In December a 
group of natural scientists set themselves up as a Committee in Sup- 
port of the Bush Report and began a campaign to assure that from 
any National Research Foundation that might be set up, the social 
sciences should be excluded and that the executive board type of organi- 
zation should be adopted. This was followed by the launching of a Com- 
mittee on a National Research Foundation, which hopes to minimize 
controversial matters and secure harmonious co-operation on behalf of 
a well-rounded program of government support of “‘research in all fields 
of fundamental scientific inquiry relevant to national interest without 
arbitrary exclusion of any area.” It argues that “although there is a 
serious division of opinion on the question whether administrative re- 
sponsibility should be given to a governing board or to a single adminis- 
trator, it should be possible to devise a plan of organization which will 
meet the major objections to either alternative.” 

A tabulation recently made of the testimony presented at the Hearings 
on Science Legislation (S. Subcommittee Print, 79th Congress, 1st ses- 
sion, December 6, 1945) indicates that of ninety-nine witnesses, nine 
recommended a separate agency for social science research, thirty-seven 
recommended its inclusion in the National Research Foundation, and 
ight made such a recommendation with certain reservations. After con- 
sidering the testimony presented at the Committee hearings and con- 
sulting with many research scientists, Senator Kilgore, with the support 
f Senators Johnson (of Colorado), Pepper, Fulbright, and Saltonstall, 
introduced a new bill (S. 1720) which is a distinct improvement over 
he original bills. It would set up a National Science Foundation having 
ight divisions as follows: Mathematical and Physical Sciences, Biologi- 
al Sciences, Social Sciences, Health and Medical Sciences, National 
Defense, Engineering and Technology, Scientific Personnel and Educa- 
ion, Publications and Information, each with a full-time director and 
tafl and an outside advisory committee of scientists distinguished in 
he given field. The Foundation is to be directed by an administrator, 

deputy administrator, and a National Science Board. The latter will 

nclude the chairman of the advisory committees of the several divisions 
nd nine distinguished outside scientists, appointed by the President 
nd ratified by the Senate. Research work supported by the Foundation 
lay be conducted in government agencies (but in addition to, rather 
han in lieu of, their regular research activities). Or it may be conducted 
sa part of the work of universities, colleges, and experiment stations 
tof other research institutes or departments. 

The Division of Scientific Personnel and Education will “award 
cholarships and fellowships to persons for scientific study or scientific 
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work at nonprofit institutions of higher education, or other institutions, 
selected by the recipient of such aid for such persons as the Adminis. 
trator may determine . . . solely on the basis of aptitude, within the 
limits of such state quotas as may be established to insure an equitable 
selection of such persons from among the states.”’ 


Informed opinion seems to be that this bill or one of generally similar Soo 
character will pass, though this is by no means a foregone conclusion, group 
The point which I should like to drive in upon the consciousness of this JB '° ™’ 
Association is that its active interest in the matter should not be abated JB '°55°” 
with the passage of such a bill. On the contrary, such passage should possib 
be the signal for continuous and searching study of and collaboration admin 
in the administration of the act. Any dangers that grow out of the Advis 
scheme of federal support of scientific work will be greatly augmented JB *'*e™! 
by, if not directly chargeable to, slothfulness of the scientific professions eviden 
generally and their professional associations in particular in seeing to record 
it that slackness, favoritism, or special interest is not allowed to get 2 J ttle s 
footing in the administration of the National Science Foundation. We J *8°"™ 
must see to it that men of the highest standards are appointed to the J SY 
various administrative positions and advisory boards, that the projects J °°" P 
presented for support are of the most worthy character, and that, when some h 
grants are made, their execution is governed by the most rigorous stand- - the 
ards of scholarship. In the matter of fellowships and scholarships, we Je “°S 
must be alert to discover real talent wherever it may be located and be others 
fully objective in our evaluation of candidates and in the writing of The 
recommendations. War I 

This Association, through its Research Committee or through a special  °"8*""7 
committee, should be concerned to see that the needs of economic re- search 
search are, at all appropriate times, presented with the utmost care, social s 
by most competent persons, and with nice discrimination as to other tration 
research areas and maintaining a proper balance of facilities and support The 
among the different research agencies, academic, governmental, and = id 
commercial. If we are going to garner the potential benefits of govern- ; ge 
ment support of scientific work and protect it against discernible poss: s h = 
bilities of abuse, individual scientists and scientific associations must cane 
be awake and active. _— 
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PRESERVATION OF WAR RECORDS 


By Saut NELSON 
Civilian Production Administration 


Soon after the outbreak of the war in September, 1939, various 
croups, both inside and outside the federal government, began efforts 
to review the records of World War I agencies in order to draw what 
lessons could be derived from their experience and to avoid as far as 
possible a needless repetition of the same mistakes of organization and 
administration. With the fall of France and the organization of the 
Advisory Commission to the Council of National Defense in 1940, these 
attempts were, of course, intensified. Unfortunately, it soon became 
evident that it would be extremely difficult to lay hands upon adequate 
records of what had happened in 1917-19. There had apparently been 
little systematic effort either to preserve the records of the federal war 
agencies of that period or, perhaps more importantly, to organize them 
in such a way as to facilitate reference and analysis. Those that had 
been preserved had in many cases been scattered in haphazard fashion: 
some had finally come to rest in the National Archives, but others were 
in the Library at Stanford University, an exceptionally valuable group 
was discovered almost by accident in the White House garage, and still 
others could not be found at all. 

The failure to maintain in readily accessible form the records of World 
War I unquestionably hampered federal agencies in their efforts to 
organize for the conflict just ended. At the same time it deprived re- 
search of an extremely valuable source of information in the field of 
social science generally and in economics, statistics, and public adminis- 
tration particularly. 

The records of World War IT accumulated by the federal government 
are, of course, far more embracing and comprehensive than those of 
World War I. They comprise invaluable information in almost every 
field in which the economist is interested. The material compiled by 
such agencies as the War Production Board, the Office of Price Adminis- 
tration, the National War Labor Board, and the War Food Adminis- 
tration, to mention just a few, include economic data on problems and 
in detail never before available, and which could not ordinarily be col- 
lected by the government in peacetime. It is clearly imperative that 
the mistakes of World War I be not repeated, that material of potential 
value be preserved as far as possible, and that it be organized in such a 
manner as to facilitate rather than hamper its future use both by the 
government and by outside agencies. 

Early in September Mr. Corwin Edwards, acting on behalf of the 
Price Conference of the National Bureau of Economic Research, asked 
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me to survey the plans of the government agencies for the preservation 
of the records of this war. The problem at that time appeared particu. 
larly urgent because of the rapidity with which demobilization was 
progressing and the possibility that much valuable material might be 
lost in the process of liquidation. 

I soon found that there had been at least one principal change in 
federal organization since the end of World War I which has altered the 
entire shape of the problem. I refer to the creation of the National 
Archives and the delegation of broad statutory authority to the Ar. 
chivist with respect to the disposition of any federal records. No federal 
agency can at present dispose of its records without the specific approval 
both of the Archivist and of a special Congressional committee which 
has, however, uniformly accepted the Archivist’s recommendations. 
This has rendered any hasty and indiscriminate destruction of records 
impossible. 

The Archivist is, however, confronted with an exceedingly difficult 
problem in developing a rational basis for determining what is to be 
retained and what is to be discarded. The physical accumulation of 
records by the war agencies is staggering in volume, running into mil- 
lions of cubic feet. The present Archives Building is already bulging 
While it is hoped that an additional building can be acquired, it would 
obviously be an utter impossibility even to contemplate retaining all 
the huge mass of data that has been produced. In practice, moreover, 
indiscriminate preservation of a vast volume of records would be almost 
as unfortunate as their indiscriminate destruction. It would, in effect, 
be self-defeating because of the tremendous difficulty involved in finding 
the needle of useful material in the haystack of irrelevant and useless 
paper. 

In order to arrive at a reasonable basis of selection, the Archives 
personnel has been working closely with the civilian war agencies for 
several years. Every effort has been made to improve and centralize 
records management in each agency. Prior to deciding what is worth 
keeping and what should be destroyed, it is, of course, essential to find 
out what has actually been collected; that is, to compile a fairly detailed 
inventory of the records on hand. This part of the job has proceeded 
with somewhat varying effectiveness in different agencies, depending 
upon the size of the agency, the effectiveness of its internal adminis 
tration, and, to a considerable extent, the degree of apparent urgency 
in terms of liquidation deadlines. For most of the smaller war agencies, 
the job has been completed or is well on its way to completion. Among 
the larger agencies, the job in the War Production Board is far along. 
whereas in the OPA it has until recently been lagging, although co 
siderable pressure is now being exerted to accelerate it. In a few agence 


of ma 
the w: 
tively 

On 
choice 
docun 
utes, ] 
execul 
drafts 
the lil 
groun 
est ch 
value 
volum 
such a 
be key 

I ha 
the w: 
no tw 


minist 
the 
sential 
Washi 
accum 
the so 
queste 
involv 
the W; 
disput 
ment ¢ 
full. F 
said, ri 
cent sa 

3. 
FEA, | 
ume m 
of losir 


summ 

1. I 
Stabil 
These 

Board 

| 


ECONOMIC RESEARCH 795 


of major importance, such as the Foreign Economic Administration and 
the war activities of the Reconstruction Finance Corporation, compara- 
tively little progress seems to have been made to date. 

Once the inventory is completed, the job of selection begins. Some 
choices are fairly obvious. For example, it is accepted policy that such 
documents as formal economic and statistical reports, committee min- 
utes, policy reports and memoranda in the files of the principal agency 
executives, etc., should be kept. Clearly useless material such as rough 
drafts, certain kinds of what are called “housekeeping” records, and 
the like can be freely destroyed. There is, however, a large middle 
ground in which the selection is considerably more difficult. The tough- 
est choices relate to material which may have some potential future 
value either for the government or for outside use but whose sheer 
volume prohibits mass retention. This is particularly true of field data 
such as that accumulated by the local OPA offices which simply cannot 
be kept in their entirety. 

I have had the opportunity of reviewing the situation for almost all 
the war agencies with the Archives personnel. While the problems of 
no two agencies are fully alike, they show enough similarity to permit 
summarizing them in terms of a few type situations. 

1. First are a few small agencies, such as the Office of Economic 
Stabilization, whose total records are only several hundred cubic feet. 
These will be kept virtually in full. 

2. Second are agencies intermediate in size, such as the War Labor 
Board, the Office of Defense Transportation, and the Petroleum Ad- 
ministration for War. Here, while it is still possible to retain most of 
the material of potential value, some degree of selection becomes es- 
sential. In the case of the War Labor Board, for example, while the 
Washington records are limited in volume, there is a large mass of paper 
accumulated in the various field offices, the bulk of which relates to 
the so-called ‘‘voluntary adjustment” cases in which the employer re- 

uested permission to increase wage rates without any dispute being 
involved. It is planned to retain virtually all the central office files of 
the War Labor Board, as well as all the field office material dealing with 
disputed cases. In addition, certain classes of voluntary wage adjust- 
ment cases, such as those dealing with wage brackets, will also be kept in 
full. For the remaining voluntary adjustment cases which, as I have 
said, represent the bulk of the volume, it is planned to retain a 10 per 
cent sample. 

3. Next we come to the major agencies, such as WPB, OPA, and 
FEA. Here standards for retention necessarily become more rigid. Vol- 
ume must be brought down to manageable proportions, even at the risk 
of losing some useful material. This means that disposal plans must be 
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worked out with great care to achieve the best compromise betweey 
conflicting considerations of physical limitation and future potenti) 
value. 

In the case of the WPB, the program is well advanced. In the firy 
place, there is no doubt that all major policy documents, statistical anj 
economic reports, etc., will be retained. The Civilian Production Ad. 
ministration, which inherited the working records of WPB, is at present 
engaged in the task of reorganizing much of this material into what are 
called “policy documentation” files. Thus all the relevant material deal. 
ing with, say, the aluminum expansion program will be pulled together 
from the files of all the offices which had a hand in the job so that q 
fairly complete story can be obtained from a single set of documents, 
Needless to say, this sort of operation greatly enhances the future value 
of these records. 

The toughest problem with respect to WPB relates to the mass of 
paper, largely statistical in character, accumulated in the course of ad- 
ministering the hundreds of individual orders which WPB had issued. 
This includes application forms, reports of production, sales, and de. 
liveries, capacity, material requirements, manpower needs, and the like. 
The summary tabulations developed from these individual applications 
and reports will, in general, be kept, but it is impractical to consider 
turning over all the mass of individual forms to the Archives. 

Instead, the War Production Board handled this problem on the fol- 
lowing basis. It first prepared a detailed summary of all the forms which 
had been utilized. It then called in all the other government statistical 
and economic agencies which might have an interest in this material to 
see whether any part of it should properly be transferred to their cus- 
tody. As a result, almost all the recurrent forms (about 1,500 separate 
series in all) will be transferred, mostly to Census, but also to other 
agencies such as the Bureau of Mines, the Bureau of Labor Statistics, 
the Tariff Commission, etc. 

After these discussions were completed, the Civilian Production A¢- 
ministration established a search room during the last six weeks of 1945 
in which copies of all the statistical forms were made available for in- 
spection by any interested outside groups. The existence of this search 
room was widely publicized and all interested parties were invited to 
examine the forms to see whether they contained any information whici 
would be of use to them. Of course it was not possible to make reports 
submitted by individual concerns available to any nongovernmental 
groups, but a system was established whereby special summary tabv- 
lations could be prepared upon request, subject, where necessary, ‘0 
appropriate arrangements for defraying the cost involved. 

This search room was patronized to an extent exceeding expectations. 
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It had about 500 visitors during its existence and received 1,650 requests 
for data from industry, state governments, trade associations, etc. The 
bulk of the requests received appear to have been reasonable and ar- 
rangements are being worked out to supply the information wanted. 

The Civilian Production Administration is also planning to publish 
a detailed catalogue describing all the records which will be transferred 
and the agencies acquiring custody. This should greatly facilitate future 
reference and use. 

Plans with respect to the Office of Price Administration are not as 
far advanced, although it is now expected that the process of preparing 
a records inventory will be completed very shortly. It is expected that 
a general procedure similar to that for the War Production Board will 
be evolved. The OPA problem, unfortunately, is further complicated 
by the legal restrictions upon the availability of the data collected from 
business firms, as well as by the extremely large volume of material in 
the regional, field, and local offices. 

4. There is one other fairly common type of situation which should 
be mentioned. In a considerable number of cases a war agency was set 
up within a permanent federal department or was transferred to one or 
more departments during the liquidation process. For example, the War 
Food Administration was an integral part of the Department of Agri- 
culture, the Solid Fuels Administration is under the Department of 
Interior, the Foreign Economic Administration has been split among 
three departments—Commerce, State, and Agriculture—and the War 
Shipping Administration represented an extension of the activities of 
the Maritime Commission. As the war activities of these agencies taper 
off their records will in general fall under the custody of the respective 
departments of which they are a part. This postpones, although it does 
not in the long run eliminate, the problem of records disposal. 

In summary, as far as the physical preservation of records goes, I 
am convinced that there is every reasonable assurance that little ma- 
terial of real potential future value will be lost. The process of liqui- 
dating the war agencies is, in general, proceeding in a reasonably orderly 
fashion, and we are not repeating the mistakes of the last war in which 
work was discontinued at virtually twenty-four hours’ notice after the 
Armistice and records left in inextricable confusion. We can be confident 
at least that documents on all important policy decisions will be safely 
preserved for future reference. However, this does not and cannot mean 
that all material of potential value will be preserved nor that the ma- 
terial which is kept will always be so organized as to facilitate future 
relerence and use. 

From the point of view of the economist and the statistician, the most 
valuable material collected by the war agencies is probably the detailed 
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statistical records: the reports of production, shipments, prices, costs, 
margins, wages, employment, etc., which were obtained from American 
industry and public in volume and in detail never before approached, 
Summary tabulations of these data will in general be preserved and be 
available to cast light upon many issues of importance. It should he 
emphasized, however, that these summary tabulations were usually 
prepared to meet specific administrative needs and that they often {ail 
to show breakdowns or relationships in which economists may have 
especial interest. Consequently, it is highly desirable that a good pro- 
portion of these basic records be preserved, and that arrangements be 
made to permit their effective utilization for appropriate research pro- 
jects. 

This will involve both a careful plan for selective retention and some 
method for coping with the problem raised by the restricted classifica- 
tion of the bulk of these reports. I believe that we have every reason to 
hope that a fairly satisfactory retention program can and will be worked 
out, in some cases by the use of sampling techniques similar to those! 
described in connection with the National War Labor Board, and in 
part by the transfer of records to other agencies in accordance with the 
plan adopted by the War Production Board. The question of availa- 
bility presents difficulties, particularly in connection with OPA data, 
but there are ways in which this issue also can be met 

At this stage I should like to yield to Mr. Rowe who will outline some 
of the results of his investigations in this field, with particular reference 
to the problems of the use and availability of war records. 
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USE OF WARTIME GOVERNMENT RECORDS IN 
ECONOMIC RESEARCH 


By B. ROWE 
Brookings Institution 


The value of wartime government records retained under the pro- 
cedures discussed by Mr. Nelson will depend upon the extent and ef- 
fectiveness of their use. Of course records are not retained solely for 
research use, although recognition of the importance of this purpose is 
contemplated under the government’s system of record management. 
Administrative and legal purposes receive first consideration. But for 
the research economist, wartime records will have value to the extent 
that they contain information which can be utilized in the advancement 
of economic research. 

My brief exploratory inquiry in behalf of the Research Committee 
of the American Economic Association so far suggests that some people 
may exaggerate while at the same time others underestimate the value 
of these records. It is easy to assume that the records accumulated dur- 
ing the war constitute a vast store of material, perhaps largely processed, 
from which the researcher can obtain the information he needs for the 
study of many problems. An attempt to utilize government records for 
research purposes is likely to prove disappointing, however, to those 
who start with such an assumption. Oftentimes records may not contain 
the information sought, or at least it may be necessary to work through 
a large mass of documents to obtain a limited amount of usable infor- 
mation. Instances where this source will provide all the information 
required for the conduct of particular studies may prove to be the ex- 
ception rather than the rule. 

On the other hand, the potential value of these records easily can be 
underestimated. While the information they contain has been collected 
for administrative rather than research purposes and therefore will sel- 
dom conform to optimum research specifications, many of these records 
can have real value in the study of a variety of topics. Effective utiliza- 
tion will require careful planning of studies in the light of the values 
and limitations of the records as they exist. A researcher should not 
commit himself to a project which must depend upon material from 
this source until he has ascertained that the necessary information 
really can be obtained, and it probably never will be practicable to ex- 
ploit all the material preserved. Nevertheless, it seems to me that in 
many instances the wartime records can yield useful material in con- 
nection with the study of a number of significant problems. But their 
value will have to be determined in the planning of particular studies, 
and results cannot be assured in advance except, of course, as the re- 
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searcher may already have intimate knowledge of the records he expects 
to use. 


Some Purposes for Which Records May Be Used 


Perhaps the most obvious use of wartime government records is in 
connection with research of a historical character. Historians are, of 
course, among the largest “consumers” of such material, but historical 
analysis also is important in the study of economic problems. 

Another purpose for which war records may be employed is that of 
revising, extending, or filling gaps in informational material having gen- 
eral rather than specific usefulness. One of the major uses which Mr. 
Nelson and I have so far identified for some of the applications, com- 
pliance reports, and similar items received from individual industries 
and firms may be in extending mailing lists and otherwise adding to 
census data. 

A third purpose for which government records may provide material 
is the analysis and appraisal of specific wartime economic programs and 
the results achieved. What were the results of particular controls? How 
did these controls operate? What were their shortcomings? And how 
differently should they be undertaken next time? Moreover, the ex- 
tensive systems of economic control developed during the war may be 
studied, not with the limited objective of appraising their accomplish- 
ments and usefulness for similar purposes in future wars, but rather 
with the objective of adding to our knowledge of the possibilities of 
control for ends perhaps quite different from those of wartime. During 
the war, controls of a far more comprehensive character than had previ- 
ously ever been contemplated in this country were undertaken. In a 
sense, therefore, the war provided a period of extensive experimentation 
with many types of economic control. Analysis of these experiments 
should shed much light upon the possibilities of designing feasible con- 
trols for the accomplishment of specific objectives in peacetime and 
prediction of the results to be obtained. 

The detailed control over the production, distribution, and use of 
materials and over nearly all prices which was undertaken made it neces- 
sary for executives in war agencies such as WPB and OPA to study the 
operation of particular segments of the economy with a degree of in- 
tensity never previously attempted. This experience must have revealed 
much that would be of value to economists, and it may be supposed 
that some of this has been preserved in the written material retained 
in the files. Is it not possible that study of such documents, supple- 
mented by interviews with persons who had held key positions in the 
agencies, might yield a number of worth-while leads for the use of com- 
modity and industry data collected during the war in studies that would 
extend our knowledge regarding the organization and functioning of the 
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economy? It has been suggested that data furnished to agencies such 
as WPB and OPA may contain enough useful information regarding 
the organization of particular industries to permit further analyses of 
capacity, size of firms, location, combinations of products, distributive 
outlets, material requirements, and similar characteristics. To cite a 
couple of examples from my own experience, I believe that data col- 
lected in connection with the food rationing programs might be used to 
construct a more complete picture of distribution for several major food 
items than had been previously obtainable. I understand that such ma- 
terial for meat already has been tabulated by OPA, although I have 
not yet seen the result. Moreover, I have felt that a well-conceived 
study of consumers’ behavior under point rationing could yield signifi- 
cant knowledge of consumer preferences and the characteristics of con- 
sumer demand. Of course, such studies would have to be so planned as 
to permit utilization of the data as they exist, but it has seemed to me 
this might be possible. As an additional example, I wonder if data which 
have been collected by OPA on distribution costs and margins might 
be used to obtain an improved understanding of cost-price relationships 
in the distribution of consumer goods. 

The last broad type of purpose I shall mention to illustrate possible 
uses relates to analyses concerned with the internal organization, poli- 
cies, practices, costs, prices, and financial outcome for individual firms. 
In the extremely large volume of detailed information filed with the 
various agencies of the government by the members of many industries, 
there must be a great deal that would be useful in this type of investi- 
gation. A problem in this use of the records arises from the fact that, if 
a maximum utilization of the material is to be accomplished, it may 
be necessary to obtain information furnished by specific firms to perhaps 
a number of agencies. This of course would multiply the difficulties of 
access and use. 


Usefulness Depends Upon Type and Condition 


The title “wartime government records” covers material produced 
and held by a large number of government agencies concerned with a 
wide variety of wartime activities. Moreover, the records of any one 
agency include materials of many types. It is not possible to proceed 
very far with a discussion of their value by considering these records in 
the aggregate. What we are concerned with is the utilization of some 
records which may have value for specific purposes. 

The so-called “administrative housekeeping” records relating to 
budgets and appropriations, personnel, space requirements, and internal 
administrative procedures contain very little material that is useful for 
economic research and hence are of slight interest in this discussion. 
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About the same thing can be said for most of the correspondence files, 
although some of these may yield information on specific points—for 
example, the character of complaints and their sources. Of much more 
possible importance are administrative records sometimes designated as 
“policy material.’’ This heading would cover most of the materials re. 
lating to the establishment of the agency, including information re- 
garding such alternative plans as may have been considered; directives, 
policy determinations, and interpretations defining the scope of its work: 
and the wide variety of documents bearing upon the proposals ad- 
vanced, arguments considered, and decisions reached with respect to 
programs and operations of the agency. 

Another type of records will include applications for allocations of 
materials, priorities, rationing allotments, export licenses, as well as 
claims for subsidies and the many types of reports and compliance docu- 
ments through which operation is effected. Particular series of records 
of this type may or may not have value as source material, depending 
upon the character of the operation in connection with which they are 
produced and the kind of information collected in relation to the needs 
of specific studies. For example, probably little useful research material 
is to be obtained from the FEA files of export license applications. On 
the other hand, applications and reports to OPA and WPB may yield 
valuable data provided the means can be found for obtaining the right 
tabulations and otherwise putting the data into usable form. 

Another type of record material to be found in the files of some agen- 
cies is that assembled as an informational basis for decisions with re- 
spect to policies and operations. Such material will include compilations 
of available data on special subjects as well as surveys or special investi- 
gations undertaken by the agency. Obviously, the value of such mate- 
rials depends upon the character of the subjects which adiminstrative 
requirements caused to be investigated and upon the adequacy or the 
quality of the study. 

The value of particular records and the purposes for which they may 
be used depend also upon the circumstances under which they were pro- 
duced. Typically, the work of war agencies was begun under tremendous 
pressure for speed so that there was all too little time to develop organi- 
zation plans or select and train staff to carry out a systematic operation. 
Important decisions were reached in hastily convened conferences ané 
oftentimes the alternatives considered and the basis for decisions either 
were not written down or this was done so incompletely as to provide 
a quite inadequate record. Moreover, files and adequate systems of re- 
ports and operating records tend to be developed over a period of time. 
Such circumstances affected the completeness, reliability, and individual 
usefulness of records produced in connection with particular programs. 
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This problem probably was most difficult for the new emergency agen- 
cies, particularly those which underwent a succession of reorganizations. 
But even old-line agencies encountered great difficulty in achieving or- 
derly management of wartime functions. 

Accessibility 

A major problem in utilizing war records for research purposes arises 
with respect to their accessibility. Records may be classified under vary- 
ing degrees of restriction. The requirements of military security caused 
the classification of many records during the war. Other material is re- 
stricted, oftentimes by legislative prohibitions, because it relates to the 
internal affairs of individual firms. Restriction also results from the fact 
that at times the operation of government agencies would be hampered 
by the premature release of information, and sometimes it is desirable to 
protect administrative agencies from an overlarge number of inquiries, 
especially when it appears that these may include a number which are 
somewhat irresponsible. As an example of this, OPA rationing materials 
in local boards were placed under close restriction, largely for the pur- 
pose of protecting the boards from the burden of deciding upon the 
merits of individual requests for access. For the most part, however, the 
necessity for such restriction on administrative grounds is only tempo- 
rary. 

Now that the war is over, many records restricted for security and 
administrative reasons are being declassified. It is to be expected that 
this process will continue, although at by no means uniform rates for 
records of the various agencies. For example, it appears to be much 
easier to obtain access for purposes of research to material for which the 
Navy is responsible than it is to that controlled by the Army. It may be 
safely assumed that restrictions will continue to be placed upon mate- 
rial relating to the business affairs of individuals and firms. While this 
restriction may at times hamper, it does not in my judgment necessarily 
prohibit the effective utilization of these records. Even in the case of 
OPA, which is especially restricted by the provisions of legislation under 
which it operates, I am of the opinion that ways can be found to provide 
considerable opportunity for responsible use of records in research where 
information regarding individual firms will not be revealed in the pub- 
lished results. 

From the standpoint of research workers, however, the problem of 
accessibility is broader than that of restriction under the classification 
regulations. It relates also to the location of the records, the manner in 
which they are stored, the way it is classified in the files, and the availa- 
bility of adequate inventory descriptions, indexes, or catalogues which 
make it possible to locate the material required. Unfortunately, the 
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materials needed for a particular purpose may be scattered very widely. 
Some may be contained in memoranda and summaries of special studies 
where it would be relatively accessible if only there were some means of 
identifying the right files in advance. Others, however, may be buried 
in extensive files of documents produced by the agency, submitted to 
the government by industries or individual firms, or contained in the 
records of the industry and advisory committee meetings. Moreover. 
disposition of the records is not without importance in this connection, 
Records selected for retention may be kept in the active files of a con- 
tinuing agency, transferred to a successor along with the function to 
which they relate, or turned over to Archives. Ordinarily it is not easy 
for the researcher to work with materials retained in the active files of an 
operating agency. Moreover, when a war agency is liquidated by trans- 
ferring its functions to several successor agencies, its records tend to be 
correspondingly dispersed. In such cases, a research workex who seeks 
to use the materials may have to trace them to a number of destinations 
in the files of successor agencies. 

These problems of accessibility are such as to limit the prospects for 
small-scale utilization of some types of record material. It would seem, 
however, they might be met in part where the right studies could be un- 
dertaken on a large scale. For example, it may be impracticable to grant 
a number of individual researchers access for the tabulation of data from 
application or report forms in a particular series. But if these data have 
sufficient usefulness, it might be entirely possible to have them drawn 
off as a joint project, perhaps by arranging for the Census Bureau or 
other appropriate agency to make the required tabulations. 


Services of the National Archives 


Perhaps the optimum situation from the standpoint of research work- 
ers is that in which wartime records selected for retention are transferred 
to the National Archives. Of course the problem of accessibility still 
exists with respect to such records, but it does not appear to be as seri- 
ous. So far as classification restrictions are concerned, the records of 
temporary agencies whose functions are not transferred to successor 
agencies are under the jurisdiction of Archives, which endeavors to per- 
mit access for responsible research use. Space and cost considerations are 
causing several permanent departments or offices to turn their records 
over to Archives much earlier than has been the practice in the past. For 
example, the Agriculture and Navy Departments transfer records whe 
they are five years old. Usually such records are transferred in two 
classes: those which are wholly unrestricted and can be used by anyone 
having a serious purpose, and those which can be examined only with 
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the permission of the original agency. There is a growing tendency, 
however, which I personally feel should be encouraged, for a number of 
agencies to delegate to Archives the responsibility for determining who 
may have access to records in this latter class on the basis of the purpose 
for which they are to be used. In any case it is easier to obtain prompt 
clearance from the original agency for a request made through the 
Archives channels. 

Other problems of accessibility also are reduced in view of the func- 
tions performed by Archives. In the first place emphasis is placed upon 
description of a character which facilitates use of the record material. 
Record group registrations followed by preliminary check lists are pre- 
pared for internal use. As resources permit and the needs of researchers 
become known, however, Archives officials hope that this work can be 
carried to the point of issuing printed inventories of the material held. 
Of equal or perhaps greater importance for the present is the fact that 
the research worker who applies for and obtains admission to the central 
and divisional search rooms will have available the assistance of attend- 
ants who, because of extensive experience with particular record series, 
sometimes may be more familiar with the records than were the original 
producing agencies. 

In order to utilize these services, it is necessary for the researcher to 
work in the Archives building. About all that can be undertaken through 
correspondence is the verification of particular points, usually for refer- 
ence purposes. However, research workers are encouraged to write to 
Archives inquiring about the availability of usable materials, provided 
projects and needs are clearly stated. Moreover, working space, type- 
writers, and very modern facilities for photographic reproduction of 
nonrestricted materials are maintained. For example, microfilm copies 
can be obtained at a cost of about a cent and a half per page. 

Officials of the National Archives advise me that up to the present 
its facilities have not been extensively used by economists, perhaps be- 
cause the government records previously acquired have not contained 
large amounts of economic material. In view of the possible value of the 
wartime materials now being acquired, however, and in view of the kinds 
of service which Archives is attempting to furnish, it seems to me that 
economists might well become more familiar with these facilities in the 
luture. 

In summary, I suggest: 

1. Economists should not overlook wartime government records as 
4 potential source of valuable research material. These records have 
many important limitations, will be difficult and oftentimes expensive 
to utilize, and mostly will contribute to the conduct of a project rather 
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than supply all the information needed. Nevertheless, careful explora. 
tion while studies are being planned may frequently enable the econo- 
mist to obtain material of value. 

2. Economists should pass up no opportunity to become more famij- 
iar with the government records which may have application in their 
fields of interest. As such familiarity is acquired, the most constructive 
ideas regarding potential usefulness of the material will develop. 

3. As ideas are crystallized with respect to specific studies or types 
of research in which the particular records could be utilized, the econo- 
mist should see that these ideas are made known to the government, 
particularly to National Archives, where services are adjusted to the 
needs of research workers as far as these needs are known and resources 
permit. 

4. Consideration should be given to the results that might be ob- 
tained by co-operatively planning types of research in which these rec- 
ords would be expected to have the greatest value. Such planning might 
suggest topics for investigation by individuals utilizing particular series 
of records. It might also indicate the desirability of certain projects to be 
undertaken jointly or co-operatively by a number of agencies. Again, it 
might lead to the recommendation of specific projects to be undertaken 
by government agencies or large research foundations who would be able 
to conduct work on a scale beyond the reach of most research staffs. In 
any attempts at such planning, the experience of economists who have 
had extensive experience with various phases of the wartime activity 
should be particularly helpful. 


808 AMERICAN ECONOMIC ASSOCIATION 


sultiy 
tee o 


peare 
tions 
too b 
amen 
cient! 
to co 
by th 
tions 


men 
proc 
sults 
the: 
conc 
prob 
prob 
ings. 
Polic 

Ti 
on tl 

whic 
(see 
metk 
issue 
to de 
sis f 
form 
opini 
teeo 
altog 
devel 

of ag 


ECONOMIC OPINION AND PUBLIC POLICY 


REPORT OF AD HOC COMMITTEE ON 
MONETARY POLICY 


By JAMES WASHINGTON BELL 
Northwestern University 


This is a report on the questionnaire method of focusing the opinion of 
members on matters of economic policy. We are concerned here with the 
procedure of drafting questions, selecting respondents, analyzing the re- 
sults of the poll with respect to agreement and disagreement, and with 
the interpretations of the significance of the results so far as method is 
concerned. An analysis of the results in the light of the substantive 
problems suggested by the questions and the possible solutions of these 
problems constitute the subject matter of another session of these meet- 
ings; namely, the round table on Domestic and International Monetary 
Policies. 

The “monetary policy” project grew out of a previous experiment 

on the “Function of Government in the Postwar American Economy,” 
which was carried on in connection with last year’s annual program 
see Proceedings, May, 1945, pages 422-447). The questionnaire or poll 
method of discovering whether or not economists think alike on public 
issues was resorted to by that Committee as a counterpart to the con- 
sulting panel report method followed by the (E. J. Working) Commit- 
tee on Agricultural Price Supports. Both experiments were efforts made 
to determine the feasibility of formulating collective judgments as a ba- 
sis for influencing public opinion. We are concerned with methods of 
formulating collective opinion. The matter of making such informed 
opinion effective is a separate question. (See Report by the Subcommit- 
tee on Consensus in this same volume.) 

The results of the “function of government” experiment were not 
altogether convincing, though all agree that progress has been made in 
developing a useful technique. We found a relatively high correlation 
of agreement among the economists polled, and a lack of agreement ap- 
peared where we had expected it to appear, but the sampling of ques- 
tions touched only narrow aspects here and there of a field altogether 
too broad to detect essential differences. The questions were not readily 
amenable to Yes-No answers, and they could not be broken down suffi- 
ciently to account for all of the qualifications and reservations needed 
to come to grips with real issues. An analysis of the comments made 
by the respondents produced much evidence on this score. The implica- 
tions of the questions were not always obvious nor even apparent to all 
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respondents. This was made evident by the inconsistencies in many 
answers. 

Some critics of this report asserted that the answers to the questions 
reflected emotional or political proclivities rather than closely reasoned 
results of careful study and training; that the answers were not particu. 
larly typical of economists’ thought, since the same results might have 
been obtained from other educated groups. They maintained that the 
answers of the economists polled would in all likelihood have reflected 
a different “atmosphere of the time” had the same questions been 
asked ten or fifteen years ago. Another objection concerned the sample 
of economists polled. It was admitted that the panel consisted of well- 
trained and well-informed groups (past officers; Group 10 of our men- 
bership classification); but in this day of specialization, when econo- 
mists specialize in narrow fields, they are perhaps no better qualified 
to answer the broad, general questions on functions of government 
than are any other intelligent groups. This criticism has weight, but it 
may be an indictment of the question rather than of the method. 

A supplementary questionnaire on gold and paper standards, ad- 
dressed to monetary economists, produced more concrete results since 
the issues were more specific and clearly drawn. It was planned partly 
as a result of the poll then being taken on the Bretton Woods Agree- 
ments by a voluntary committee under the chairmanship of S. E. Har- 
ris, and partly also because of the active interest in the subject. The 
results of this questionnaire pointed toward the modifications in method 
adopted this year. 

Two new committees were authorized by the Executive Committee 
to continue the experiments on consensus reports: one on the Webb- 
Pomerene Act and the present Committee on Monetary Policy. The 
former has resulted in a series of papers; the latter has again followed 
the questionnaire-poll method. 


Procedure in Drafting Questionnaires and Selecting Panel 
of Respondents 

The procedure in drafting these questionnaires involved the following 
steps: 

1. A letter describing the experiment and containing suggested 
topics of interest and sample controversial questions on both domestic 
and international policies was sent out to a handful of competent 
specialists (from which list the membership of the ad hoc committee 
was later formed), with the request that they make improvements, sub- 
mit suggestions of new topics, and also recommend names of economists 
best qualified to speak with authority on these subjects. 

2. The replies to this letter were processed and a new draft was 
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made of topics and appropriate questions. This was sent out to the 
enlarged group (of about 15) referred to above. 

3. The answers to this draft were analyzed, and a second improved 
draft (a preliminary questionnaire) was sent out to a still larger group 
which now comprised some 75 names. 

4. The third and final draft of the questionnaires was a crystalliza- 
tion of the many suggestions received and the experience gained from 
the answers of this group. 

5. Copies of the Domestic Monetary Questionnaire were sent to 118 
specialists in this field (63 were returned), and copies of the Interna- 
tional Monetary Questionnaire were sent to 94 (of which 40 were re- 
turned). There was some duplication involved, since 26 received both 
and 11 answered both. The panel of the 173 members to whom ques- 
tionnaires were sent and those sending replies is available to anyone 
interested. 

From the above description it is readily seen that the selection of the 


' questions and of the respondents participating in the poll was not me- 


chanical. Neither was it arbitrary. The list of topics and names grew 
from original suggestions of the Chairman and multiplied as the ideas 
spread from the members of the Committee through the larger groups. 
The panel of names may not represent the best choice of monetary 
authorities within our membership, but each person on the list is 
there because of his competence to speak with authority on at least 
one question involved in the questionnaire. It was originally planned 
to submit the questionnaires to 100 to 200 names selected from Groups 
7 and 8 of our membership classification. However, the method fol- 
lowed seemed to find more favor with the participants as the experiment 
proceeded. The topics also represent problems of vital interest. It would 
be dificult to gauge how “representative” the samples of topics and 
personnel really are, because they are not designed to represent any 
specific thing. What results would you expect from a panel so selected? 
Conceivably, the original group, if biased, might have accentuated their 
biases. However, no evidence of bias seems to have made its appearance 
and no one has so far made any allusion to our sample being weighted 
one way or another. 


Description of the Questionnaires 


The questionnaire on domestic monetary issues consists of two parts: 
I~a general dragnet question on past public policies (of the thirties), 
ranging from silver subsidies and dollar devaluation to lend-lease, pat- 
terned after Elmo Roper’s Fortune survey to business executives in 
1940 (calling for 39 answers); and II—a selection of 11 questions cover- 
ing current problems of vital interest which are amenable to Yes-No- 
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Comment answers (calling for 97 answers) making a total for I and II of 
136 questions to answer. The second questionnaire, on internationg| 
monetary policy, consisted of 11 questions of the Yes-No-Comment 
type (calling for 86 answers). In all, 222 questions were asked of two set 
of respondents. At first glance, the length and detail of these formidable. 
looking questionnaires probably aroused resistance, but in a covering 
letter it was pointed out that the respondent should “select only those 
topics within [his] special field of interest and competence and attempt 
to answer those questions upon which [he] can express judgment based 
upon careful study but without special preparation.” Quite a number 
answered all or most of the questions, and they were encouraged to do 
so provided they distinguished answers ‘‘based on judgment” and 
“points of view” unsupported by careful study. Not many made the 
distinction, and no effort was made to classify such answers separately. 

The respondents were also requested to return their answers within 
ten days, a requirement which may have had a marked effect on the 
number of answers returned. 


Results of the Poll 


The results of the poll were tabulated on work sheets in a manner 
permitting each individual respondent’s answers or any selected group 
of answers to be identified. An over-all summary of the Yes-No votes 
and number of comments by Yes and No answers was then transcribed 
on copies of the questionnaires. These are reproduced in the report on 
the round table session included in this volume. 

Quantitative Analysis of Agreements and Disagreements. The samples 
with which we have been working are not large enough to produce very 
convincing measurable results, but the analysis is interesting and is 
presented for what it may be worth. 

The Questionnaire on Domestic Policies contains in all 136 questions. 
Following last year’s precedent,’ we may consider those answers 75 per 
cent or more Yes or No as falling within the area of agreement, the area 
between 25 and 75 per cent Yes answers representing disagreement. 
Of the 136 questions, 60, or 44 per cent (those in boldface in the table), fell 
within the area of agreement. A few more agreements were negative 
than positive. In the International Monetary, Questionnaire, 42, or 
48.8 per cent, of the 86 questions asked were answered in the same sense 
by 75 per cent or more of the respondents. In this instance there were 
a few more Yes agreements than No agreements. Totaling the results for 
both questionnaires, we find that 102 answers to the 222 questions 
asked represent agreements, or nearly 46 per cent. This is a fairly high 
correlation, and the fact that it is not the mere result of chance is sup- 


1 Papers and Proceedings, May, 1945, pp. 432-436. 
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ported by further evidence. The answers to the questionnaires submitted 
by members of the ad hoc Committee were separately tabulated, as were 
the first 25 answers received from the respondents, and in both in- 
stances the results ran true to form. A difference in sense appeared only 
in a few cases, and even the percentage of Yes answers did not vary 
markedly in the two samples when compared to the total. 

Inter pretation of the Results. The results were sent first to members of 
the ad hoc Committee and to selected persons whose contributions had 
been most helpful in drafting the questionnaire, with the request that 
each person express his reactions to the results of the poll. In particular, 
they were asked: (1) Are Yes-No answers worth anything without 
benefit of “comments”? What can you make out of them? (2) Are the 
answers what you would expect of trained economists presumably 
familiar with the field? If not, what had you expected? Would you ex- 
pect different results from laymen or from specialized economists in 
other fields? (3) Are the right questions asked to bring out the real 
issues? (4) What else is wrong with the questions, and how can they be 
improved? (5) What are the limitations of the poll method of discover- 
ing whether or not a number of economists agree or disagree, and in 
what respect? How else would you suggest that we test consensus? (6) 
Assuming that this or other methods can successfully mobilize informed 
opinion on vital public issues, do you think that we should use the pro- 
cedure for any other purpose than in connection with the annual pro- 
gram? 

While only a few responses were received from this inquiry, the 
analysis of the Yes-No results, without benefit of comments,” was not 
disappointing. They were all in agreement that Yes-No answers did 
have ameaning. The members of the ad hoc Committee sending in replies 
commented significantly that, with few exceptions, some of which pro- 
voked surprise, their own answers agreed with the total results; that is, 
the majority answers were also theirs. They agreed also that, although 
the Yes-No technique works reasonably well, some of the questions 
failed to bring out the real issues and there were too many questions; 
i.e., we attempted to cover too many aspects of the problems. The poll 
method suffers, therefore, because of the heavy task which it imposes 
upon the respondents. Although an opportunity is given to qualify 
answers and to make reservations in the Comment column, not 
enough use is made of this privilege. Also, some members pointed out 
that respondents failed to see the questions in their correct setting and 


_ Suggested that covering statements accompany each question, pointing 


out the economic implications of the problems posed. In this way atten- 


* A transcription of the comments was later sent to these members, who in some instances 
were able to elaborate their interpretation at the round table session. 
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tion could be centered on the real issue and answers would be more jp. 
telligent and less a matter of emotional reaction. Finally, the Committe. 
members agreed that the comments on the returns should be carefully 
appraised in writing up the results of the poll. 

With regard to the use of polls for purposes other than in connection 


with the annual program, opinion was divided. All agreed that this tech. *t 
nique provides a valuable stimulus to participants in crystallizing their P 
own judgments on economic problems of public interest, but some oj 
the members of the ad hoc Committee warn us of the dangers involved jp : 
publicizing results of consensus polls, especially if statements emanating ‘ 
from this source are used to influence public opinion and legislation. — 

Much additional evidence on the above questions materialized at the 3 
Round Table Session on Monetary Policy, in connection with the dis. n 
cussions of the substantive issues and problems raised by the question. ‘. 
naires. th 

With regard to the burden of answering formidable questionnaires, 
it was suggested that we should attempt one topic at a time and one pr: 
with less coverage. Perhaps we should have learned this lesson last th: 
year, but it is hard to gauge human behavior. It was difficult to interest tin 
people in the initial stage; yet once started it was hard to check the “a 
insistent demands that all manner of subjects be treated, and from alto- i 
gether too many angles. The questionnaires, especially the domestic the 
questionnaire, became “swollen.” However, the testimony on this issue “a 
is not altogether one-sided. At the Monetary Round Table, several re- ait 
porters expressed their conviction that more questions, rather than ; 
fewer, would have been desirable in order to bring out real issues and ing 
finer and more explicit distinctions. Thus, we face the dilemma of asking pra 
too many questions, which might discourage respondents, or too few the 
questions to produce desired results. 

Several reporters at the Monetary Round Table asserted that some oe 
of the questions were not amenable to simple Yes-No answers. Paren- vaili 
thetically, a few of the respondents to whom the questionnaires wer - : 
sent even refused to return them, but wrote letters instead, explaining shar, 
that they “had no stomach” for answering the forms since they felt that 
each question called for an essay and not a Yes-No answer. nose 

Everyone with any experience in drafting questionnaires knows how ma 
difficult it is to frame any question so that it can be answered ‘‘Yes’ 0! 

“No.” Especially in the field of the social sciences, drafting of satisiact- I 
ory questions is extremely difficult because of the complexity of the sert 
problems with which we have to deal. be 

Another weakness of the questionnaire method, which may * aaa 
part be due to our effort to cover too wide an area, is the obscurity = 
the questions. That is, the implications and meaning of the questions <a 
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are not always apparent to respondents. As one critic put it, the ques- 
tions take too much for granted; they catch respondents “‘cold”; and 
the answers could have been improved had the questionnaires been ac- 
companied by a brief discussion of each major topic, so as to make re- 
spondents aware of the issues involved. 

The criticism that our questions did not in all cases bring out the 
“real” issues is not a peculiarity of our method. Real issues often make 
their appearance only after other issues have proved not to be as real 
as their originators thought they were. The fault is in the questions 
and not the method. For the most part the answers were considered 
logical and not emotional—“‘inconsistencies might be explained in 
column 3.”’ One observer called attention to the modification of views 
by economists who would not have supported several proposals receiv- 
ing a majority vote fifteen to twenty years ago, and another considered 
the results of this poll ‘‘more sensible” than last year’s. 

The value of soliciting comments as a part of the questionnaire pro- 
cedure has been alluded to again and again. These comments often 
throw a good deal of light on Yes-No answers. Qualifications or reserva- 
tions made by the respondents may change a ‘‘Yes” answer to ‘‘No” 
and vice versa, suggest defects in the question as formulated, prompt 
consideration of more significant issues than the one treated, lead to 
the addition of new subdivisions which should be included if the issues 
are to be more clearly defined. Comments should therefore be studied 
with care. 

Further Appraisal of the Questionnaire Method. Many thought-provok- 
ing suggestions were made at the Monetary Round Table with regard to 
procedure. For example, in concluding his comments on question 6 of 
the domestic questionnaire, Dr. R. I. Robinson stated: 

Because of the diversity of implied assumptions made by the respondents to this question, 
itis impossible to draw any very useful or dependable conclusions. The shape and color of pre- 
vailing opinion among economists on this issue of public policy is still ambiguous. The lesson 
to be learned from this experiment is more methodolgoical than substantive. If a questionnaire 
is again to be circulated within the profession I suggest: first, that the issues involved be 
sharply narrowed, perhaps accompanied by some explanatory statement; and, second, that 
the questions used should be carefully modified so as to indicate the circumstances in which 
they are expected to apply. It can only be by such a sharpening of issues that the count of 
noses would be unmistakable. Economists as a group do not now enjoy any too firm a position 


in public esteem. A division of opinion resulting from ambiguity in the process of canvass will 
not help to remedy this state of affairs. 


Dr. E. W. Swanson, referring to the same group of questions, as- 
serted: 


They no doubt require modification if the net results are to be more explicit. The amount of 
modification necessary is not so great, however, as to make useless the Yes-No approach to 
economic issues. The real issue is that of asking the right questions, and the right question can 
usually be formulated through repeated testings before the final questionnaire is transmitted. 
The members of the American Economic Association undoubtedly are the best source of infor- 
mation about problems of this kind. However, the Association might consult the opinion- 
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research people on the adequacy of questions. The technique should be developed further 
and it is really worth much time and thought. 


Professor M. E. Garnsey, discussing the International Monetary 
Questionnaire, stated: 


It is admittedly imperfect at the present experimental stage. Nevertheless there are impor. 
tant reasons why the technique should be refined and developed. A summary of the views of 
experts on matters of public policy provides valuable stimulation to specialists and no: i 
ists who wish to arrive at their own judgments. Although the poll cannot give a definitive er. 
pression of expert opinion, the composite view of qualified experts is certain to be superior 
to the partial and one-sided conclusions which often influence the layman or the administrato, 
in making policy decisions. Frequently the administrator and the layman are unduly influenced 
by the views of a single expert or group of experts, and by the persuasiveness of partisan pres. 
entation. The expression of opinion by a large group of experts which show a consensus of 
agreement ought to be important in the formulation of public policy. Economists cannot shirk 
their responsibility to perform this function. 


Reporters at the Monetary Round Table were by no means all favor- 
ably disposed toward the questionnaire method. In fact, their testi- 
mony, based on the two samples tried out this year, gives us no dis- 
tinctive “green light” to go ahead with this technique. Perhaps the most 
penetrating criticism was submitted by Dr. Imrie de Vegh. It is quoted 
in full: 


Going beyond the results and beyond questions of technique, I wonder whether the stated 
aim of these polls, of “focusing and making the informed opinion of our membership more 
effective in matters of political importance” is well chosen. I wonder also whether polls are 
the proper means to this end. 

As to the aim itself, it seems dangerous for the Association and adequate safeguards cannot 
be devised. The primary purpose of the American Economic Association should be to cultivate 
the scientific tradition in economics and to leave matters of political propaganda to the indi- 
vidual initiative of the more venturesome among our members. To make the Association pro- 
nounce on current politico-economic issues means to embroil the Association itself in political 
controversy. This is apt to dissipate its prestige in the long run and to run the risk of its being 
unwittingly exploited to serve the interests of political movements. The ss presum- 
ably hope to raise the level of economic analysis in public discussions. This would be praise- 
worthy, if feasible, but I wonder whether a lowering of the level of economic analysis within the 
Association will not be the more likely result. 

Consensus has never produced a masterpiece. A majority opinion is always suspect. To have 
the Association proclaim majority opinions more or condemns it to be chronically wrong 
albeit wrong in a respectable way. Conversely, if all minority voices are to be heard, we shal! 
have institutionalized the Tower of Babel. 

Specifically as regards the use of consensus polls, it seems the least satisfactory means of all 
to find guidance on issues of public policy. 

Polls ascertain the mometary state =< opinion. More often they ascertain the state of emo- 
tion of those polled. They carry little weight with t to the truth or falsity of the views 
that constitute their subject matter. Especially in the field of economic policy, where economic 
ally exogenous factors are often the decisive ones, the vote of the majority can hardly ever be 
expected to yield clues as to what is the right policy. 

In seeking truth, or wisdom, or the right policy we are grappling with something terribly 
elusive. Discussion, if it were kept on a sufficiently nonpolitical and unemotional level, would 
be a valid means of improving our approach to problems. Ce een will merely tend to 
foster our already excessive tendency to place social approval ahead of reason. 


This severe criticism was at least partially offset by Professor Beck- 
hart’s concluding remarks that “‘in this instance the questionnaire met)- 


od of eliciting informed opinion on current questions and issues has 
certainly proved its worth and should be continued in the future.” 
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Conclusions 


On the basis of our experience with the questionnaire method, the 
following conclusions seem warranted. However, since no Committee 
action was possible, these conclusions should be construed as very 
tentative ones. 

1. Interesting and promising results have materialized from the ex- 
periments so far carried on. 

2. The questionnaire or poll method is a useful device in focusing in- 
formed opinion of professional economists on matters of public policy. 
The mechanics of drafting a questionnaire can be used to interest a 
large number of specialists in defining and formulating vital economic 
issues and in crystallizing their views on public questions calling for 
logical and meaningful answers. Incidentally, the questionnaire and poll 
method of seeking consensus provides good material for round table 
sessions on substantive problems and issues, and their possible solutions. 
The present investigation could easily have materialized in two mono- 
graphs or reports—one on domestic monetary issues and one on inter- 
national monetary issues. And, with an extension along the lines where 
greatest interest seems to have developed, separate reports could easily 
grow out of questions on commercial bank reserve requirements, govern- 
ment guarantee of loans and financial aid, Federal Reserve credit con- 
trol, relationship of the Reserve System and the Treasury, low interest 
rates, commercial bank holdings of government securities, 100 per cent 
reserve money plans, monetary and fiscal policies in relation to inflation, 
and topics treated in the International Monetary Questionnaire: 
methods of determining postwar exchange rates; exchange controls in 
relation to domestic business; extent to which a nation can permit free- 
dom of international payments; the impending scarcity of dollar ex- 
change; the British external debt and balance of payments problem; 
foreign loans and investments. 

3. Our measures of the results of the polls so far taken have all been 
on too small a scale to produce convincing evidence that quantitative 
results have very precise meaning. They do, however, point in the right 
direction; namely, that there is a high correlation of agreement (more 
than chance) on a large number of economic issues. Marked differences 
do exist and always will, not only on the fringes, but also on many funda- 
mental issues. However, this method roughly defines boundaries of 
agreement and disagreement. 

Some work has been done in comparing selected parts with the 
whole sample and the results are found to conform to a characteristic 
pattern, but nothing much has yet been done to compare the opinions of 
economists with those of nonprofessional groups. Opinion research 
organizations are not interested in using our questionnaire on their lay 
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clientele because our topics and problems are considered too technica) 

4. The questionnaire or poll method can be improved. In the firs; 
place, since the effort is to get a collective judgment as a final product, 
the work can best be started by a small committee whose member; 
find it possible to meet frequently. Carrying on the work by mail com. 
munications is slow and tedious. 

Although the questionnaire technique has value per se, its usefulness 
can be improved if combined with the consulting panel report method, 
A further development of procedure would involve the following four 
steps: (1) Drafting questionnaires of the type used in this experiment 
and distributing them to a panel of experts, evolved as in this case or in 
some other manner. More emphasis should be placed upon soliciting 
comments from respondents. (2) The analysis of the results of the vote 
and comments by asmall committee of qualified experts. (3) The prep- 
aration of a consensus statement or report by that small committee. 
(4) Resubmission of this consensus statement to the entire panel for 
approval or disapproval—with the usual provisions for dissenting opin- 
ion in the majority statement. 

The above procedure might logically be reversed; namely, by starting 
with the draft prepared by the ad hoc committee of specialists; solicting 
questions covering the main issues and drafting a questionnaire covering 
the breakdown of the main problem into its segments; circulating the 
questionnaire and finally writing a report of the results obtained. 

5. Although members of the ad hoc Committee have individually ex- 
pressed their interest and desire to see further experimentation carried 
on along the lines of the ‘functions of government” and the ‘monetary 
questionnaires,” the Committee makes no such recommendation. The 
Chairman would personally like to see the work continued by the 
Association in co-operation with some institution with a capable eco- 
nomist-director who has a staff—a large staffi—of analysts and clerks 
to process the returns. 
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REPORT OF AD HOC COMMITTEE ON 
AGRICULTURAL PRICE SUPPORTS 


By ELMER J. WORKING 
University of Illinois 


In 1944 Dr. Joseph S. Davis, then president of the American Eco- 
nomic Association, appointed a committee of five to consider the prob- 
lem of agricultural price supports and to prepare a consensus report on 
the subject. In addition he appointed a consulting panel to advise with 
the Committee. It was originally intended that the Committee should 
report to the Association at the meetings which were scheduled for 
early 1945, but with the cancellation of the meetings that plan had to 
be dropped. President Sharfman, however, asked that the present round 
table be organized to discuss the subject of agricultural price supports, 
and that asummary of the Committee’s report be presented. As Chair- 
man of the Committee, I am presenting that summary for the Com- 
mittee. 

At the outset, it is necessary to make clear the way in which the 
Committee has used the term “price supports.” We include under that 
term any actions taken for the purpose of supporting the per-unit re- 
turns which farmers receive for the individual products which they 
sell. We include, then, both market price supports and supplementary 
payments made to attain the equivalent price objective. Income sup- 
ports, on the other hand, are direct payments made to support income, 
but without the objective of attaining specific per-unit returns for sales 
of individual products. 

The Committee’s deliberations have resulted in general and fairly 
complete agreement among the members as to what would be a desir- 
able policy concerning agricultural price supports. A few of the out- 
standing points of agreement and recommendation are as follows: 

1. Price commitments for the “Steagall period” should be met, in 
the main, by supplementary price payments, not by market price sup- 
ports. 

2. Aside from situations growing out of the wartime emergency, the 
demand for price supports arises principally from the cyclical problem of 
low agricultural income. This should be dealt with by: (a) measures to 
maintain industrial production and employment; (b) a sound fiscal and 
_ monetary program, both national and international, designed to assure 
' conditions conducive to stability in prices and trade; (c) measures to as- 
sure farmers that their income will be cushioned against collapse in 
event of a depression. 

3. Market price stabilization operations are desirable in some cases, 
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particularly for livestock feeds, provided they are designed and operated 
so as to be self-supporting. 

4. Agricultural market price supports tend in the long run to defeat 
their purpose of increasing agricultural income, and also to destroy the 
ability of prices to direct production, distribution, and consumption, 

5. Problems of agricultural distress due to improper farm organiza. 
tion and management, drought, malnutrition, sickness, and other mis. 
fortunes should be met by aids appropriate to the causes, not by agri- 
cultural price supports. 

6. In order to assure long-run equality of opportunity in agriculture 
and other industries, it is essential that it should be made easy for the 
surplus agricultural population to enter other industries. 

7. Although the parity principle has much to recommend it as a gen- 
eral guide to agricultural policy, the use of parity prices for individual 
agricultural products or any fixed percentage thereof as a goal for price 
stabilization or other price influencing operation is unsound. 

The Committee’s report deals with the background of these points of 
agreement in considerable detail. For the purposes of this meeting, 
however, there is time for only a brief explanation and justification of 
them. 

Through*acts of Congress our government is committed to support 
the prices of many important agricultural products at not less than % 
per cent of parity for a period of two years after the first of January fol- 
lowing a declaration by Congress or the President that hostilities have 
ended. Therefore, such supports are presumably to continue through 
December 31, 1948. In large measure, these supports are the agricultural 
counterpart of contract termination provisions which apply to most 
other suppliers of war goods. They were designed to encourage farmers 
to expand production for war needs by removing the fear that the ex- 
pansion would result in low prices and losses following the war, and 
before farmers could readjust their production to postwar levels of 
demand. The two- to three-year period is, of course, rough and an un- 
satisfactory means of approximating the time needed for readjustment. 
Nevertheless, such commitments are an obligation which should be 
carried out in substance even though it should be impossible or unwise 
to carry them out to the letter. 

Agricultural price supports are likely to continue to be a political 
issue and a governmental problem long after 1948. There has been muci 
agitation for such supports and a considerable amount of price support: 
ing by the government throughout the past quarter century. Further 
more, the demand for price supports arises out of a deep-seated mal- 
functioning of our economy, and there is little prospect that this wil 
be corrected within a few years after the close of the war. 
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How we meet the problem concerns the very fundamentals of our way 
of life. Our economy is based on a system of private enterprise directed 
through competition and the price system, and the historical evidence 
suggests that a political democracy cannot survive long under any other 
sort of economic system. Over a period of many decades, however, we 
have been drifting away from the “ideal” of perfect competition. Corp- 
orations have grown larger and larger; labor organizations have grown 
and increased in power until today the decisions of a relatively small 
number of corporation executives and labor leaders are of major im- 
portance in determining the levels of production and employment 
throughout the country. The individual worker is swallowed up in the 
group so that he often has little choice—over considerable periods of 
time—whether he works or is idle. Accompanying the rise of organiza- 
tion and the decline of competition between individuals—especially of 
price competition—our ability to produce has increased, but our de- 
pressions have been growing more and more severe. 

Partly as a means of counteracting the decline of competition, but 
sometimes contributing to it, there has been a trend over the years to- 
ward greater government regulation and control. Some controls have 
been directed toward preventing monopoly, others toward supplanting 
the ineffective competitive forces in the determination of prices—in- 
cluding wage rates—and otherwise directing production and affecting 
individual incomes. 

In spite of all these trends, the utilization of our resources in the pro- 
duction and distribution of goods and services was, prior to the war, 
carried on primarily by private enterprise directed through competition. 

During the war the process of directing private enterprise through 
competition and the price system was largely abandoned. Methods used 
by the federal government to finance the war threatened to cause a 
severe price inflation which would wreck the ability of the price system 
to function effectively. Furthermore, it was necessary to develop the 
production of war goods so rapidly that price incentives were not suffi- 
cient. Consequently we adopted price controls and, in addition, many 
other governmental controls, such as priorities, allocations, production 
goals, and rationing. Price controls were, for the most part, designed to 
check price increases rather than to direct production and consumption. 
Hence the price system was no longer the primary means through which 
production and consumption were directed. 

What is to be our postwar economic policy? Are we to return to a 
system of private enterprise directed through the price system, or are 
we to develop methods of guiding production and consumption through 
government directive during peacetime? 

Agriculture long provided the classic example of free competition. If 
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we adopt a system of agricultural price supports as a permanent feature 


of our economy, perhaps we shall find ourselves committed to an inexor. * 
able growth cf governmental control throughout our economy and to the = 
development of an authoritarian rather than a democratic form oj 1 
government, Co 


Generally speaking, our experience with agricultural price supports h 
in the past has not been very encouraging. The failure of the Fam 7 
Board is well known. The Commodity Credit Corporation is jy 
better repute, but this is due largely to the “accident” of the war 
True, the CCC got along fairly well from 1933 to 1937 during a period " 
of generally rising prices and i improving demand. But, partly because b 
the price level did not continue to advance, and partly because Congress : 


raised the percentage of parity at which the corporation was obliged “s 
to make loans, the CCC soon found itself in serious difficulty. Stocks of 
grain and cotton accumulated to unprecedented levels, and had it not = 
been for increased demand resulting from the war, storage facilities ns 
would have become completely overburdened and the entire program 4 
would have required drastic overhauling. ge 
Price supports during the war, however, served a very useful purpose. baa 
They helped to adapt our agricultural production to the unusual needs "> 
of wartime. Soon after the first announcement of price supports to en- por 


courage production for certain commodities Congress passed a law re- 


quiring that the support prices should not be less than 85 per cent of “om 
parity. Later the percentage was raised to 90. heal 

These postwar price floors which Congress has directed the Secretary tion 
of Agriculture to maintain are not forward prices of the sort that have dist 
been advocated by some economists. They are not designed to direct B 
agricultural production in accordance with postwar needs. Indeed, if they fluc 


continue in force, and if no special measures are taken to prevent high past 
prices from stimulating production, they may be expected seriously to ame 
misdirect agricultural production. This is because parity prices, as they pric 
are defined by law, do not constitute a balanced set of price relation- If 
ships for agriculture. Thus, if prices of cotton and wheat are maintained = 
at 923 and 90 per cent of parity, production of these commodities tends have 
to be unduly encouraged and consumption to be held at too low a level. 
On the other hand, some commodities should have prices well above 
parity in order to obtain sufficient production. 

Various methods might be employed partially to overcome thes 
difficulties during the ‘“‘Steagall period”: (1) direct production control 
could be imposed, (2) prices received by farmers might be maintained at 
abnormally high levels relative to central market and retail prices, (} 
some other method of subsidizing consumption could be used. Perhaps 
the best solution of the difficulty would be to provide for supplementary 
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price payments so that if market prices are not as high as the support 
level, payments would be made direct to farmers to compensate for the 
difference. 

In order to carry out the intent of the price support commitments of 
Congress for the “Steagall period,” it is the opinion of the Committee 
that instead of direct market price supports it would be better, in most 
cases, to use a System of supplementary price payments, leaving market 
prices free to fluctuate in accord with the current supplies and demand. 
In this manner the most serious disadvantages of price supports could 
be avoided. The amount of the supplementary price payments would 
be arrived at through determining by how much the average market 
price received by farmers for the commodity during the year fell below 
the support level commitments. The difference would represent the 
amount of supplementary payment to be made per unit of the com- 
modity. The farmer’s supplementary price payment would be the quan- 
tity of his net sales of that commodity during the year multiplied by the 
per-unit supplementary payment. 

The desirability of price supports after 1948 must be judged on the 
basis of fundamental long-time merit rather than in view of a heritage 
of wartime expediency. In the opinion of many observers, price sup- 
ports are desirable as a means of attaining stability of agricultural 
prices. As a background to this view it has been said that the wide 
fluctuation in prices of agricultural products is due to “the erratic fluc- 
tuation in the production of different crops . . . and because of fluctua- 
tion in demand. ... The resulting fluctuations in prices are a major 
disturbing force in agriculture.” 

But might not disturbances be greater if prices were not permitted to 
fluctuate? Acreages of individual crops have been quite stable in the 
past. Indeed the stability of acreages of agricultural crops has been in 
marked contrast to the variability of production in industries where 
prices have been held stable. 

If prices do not change, the value of production of any commodity 
would depend only upon the amount of production. A big crop would 
have a high total value; a small crop, a low value. There would be simi- 
lar fluctuations in income from the crop. Hence, stability of prices 
would not mean stability of farm income. Where prices are established 
under free competition, on the other hand, a large crop tends to result 
in low prices and a small crop in high prices. In their effect on farm in- 
come, price changes tend to counterbalance the changes in production. 
(They may more than counterbalance the changes in production and 
result in an even greater—and opposite—fluctuation in income than 
would the varying production with a fixed price.) 

Under competitive pricing, a large crop tends to result in a low price 
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and this in turn to result in a reduction of acreage during the following 
year. If prices were stabilized so that the volume of production had 
no influence upon them, we might well find that high yields and a large 
crop would result in an increase of acreage in the following year. Conse- 
quently, price stabilization instead of tending to correct the effect of 
fluctuating yields might tend to aggravate it. 

In appraising the desirability of price supports it should consequently 
be borne in mind that price fluctuations, as well as prices, have a func- 
tion. Even though stability of production is planned, fluctuations in 
agricultural production are bound to result because of differences in 
the weather and other factors which are beyond human control. Given 
these production fluctuations, price changes are desirable, though per- 
haps not precisely the price changes which result through private enter- 
prise and free competition in our existing market mechanism. 

It is the opinion of the Committee that within agriculture, competi 
tion and private enterprise have worked fairly well in the past. Agricul- 
ture has maintained its full share of production and employment even 
in periods of general business depression. But in some other industries 
competition and private enterprise have not worked so well. The low 
level of prices of agricultural products relative to industrial products 
which has prevailed during much of the past two decades has been due 
principally to the fact that the operation of private enterprise and com- 
petition in other industries has not been such as to result in a uniformly 
high level of production and employment in those industries. 

This is not to say that the competitive pricing mechanism for agricul- 
tural products operates perfectly. In many cases prices appear to be 
oversensitive and to fluctuate more than is required for functional 
efficiency. It should be possible in such instances to reduce the instabil- 
ity of prices by stabilization operations which are on a self-supporting 
basis. It would probably be particularly advantageous to reduce the 
fluctuations in prices of the feed crops, since that would in turn tend to 
reduce fluctuations in the production and prices of livestock and live- 
stock products. 

However, the main problem for agriculture lies in the cyclical fluctua- 
tions which are caused by the failure of other industries to maintain a 
“full level’ of production and employment. During depressions the peo- 
ple in agriculture have suffered declines in per capita income which were 
even greater, proportionally, than those of the nonagricultural popula- 
tion. What agriculture needs above all is the maintenance of a high leve! 
of domestic demand for its products through full employment and large 
production by other industries. If this could be assured, and if farmers 
could also be assured that the surplus agricultural population would 
have ready access to nonagricultural occupations, there would be little 
occasion for agricultural price or income supports. 
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It is consequently of utmost importance to agriculture that full em- 
ployment and production be maintained. Agriculture should give sup- 
port to any sound and consistent measures designed to this end, for 
they would be aids to agriculture as much as to other industries. 

It is also of primary importance that we have a sound fiscal and 
monetary program—both national and international—as a basis for 
providing stability of trade and of the general price level. Such a pro- 
gram would contribute to the welfare of agriculture both through its 
effect upon the stability of production and employment in other indus- 
tries and also more directly in its influence upon trade and prices of 
agricultural products. It would have the very great advantage of not 
interfering with, but rather of aiding, the operation of a system of pri- 
vate enterprise and competition. The formulation—or even the dis- 
cussion—of such a program, however, is not within the province of 
the Committee on Agricultural Price Supports. 

But although we may have high hopes, we should not count on full 
success for such measures. We need to be prepared to protect agriculture 
against disproportionate suffering as a result of an inability of the gov- 
ernment and other industries to prevent underproduction in those in- 
dustries. Furthermore, appropriate aid to agriculture in a period of de- 
pression will help to lessen the severity of the depression and will help 
to initiate recovery. It will consequently be in the interest of the general 
welfare as well as in the interest of agriculture. 

The necessary aid to agriculture can presumably be supplied either 
through price or income supports. In determining upon a method of 
aid, however, it is important to be sure that the indirect effects of the 
methods are not overlooked. The method of market price supports has 
the obvious advantage that it avoids direct payments by the govern- 
ment to individual farmers. Farmers generally are individualists and 
they like the idea of having their incomes determined impersonally and 
impartially by the forces of competition in the market place rather than 
by the decisions of politicians or government administrators. From 
their standpoint, it is bad enough to have a group obligation, but to be 
individually obligated is both distasteful and socially dangerous. They 
fear that any system which requires the determination by government 
officials of how much each individual is to receive will be subject to 
abuses and corruption. 

The maintenance by the government of an effective system of sup- 
port prices for any commodity would, however, require a great degree 
of control over both its production and its distribution. Either the prices 
would be the means by which production and consumption would be 
directed, or else the government weuld have to provide some other 
means of directing production and consumption. Hence the co-ordina- 
tion of production and consumption would no longer be directed by 
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competitive private enterprise. If such a system were to be put into 
effect for all important agricultural products, it would be a long step in 
the direction of substituting governmental control for the “automatic” 
control of competitive enterprise. 

Perhaps the greatest danger in the administration of support prices 
arises from the fact that many people will be financially interested jp 
what those prices are to be. This gives rise to political pressures which 
may result in the establishment of prices which are uneconomic, and 
hence not in the best interest of the nation. It also provides incentive 
for corruption of administrators and other government employees. 
Administrative officials might be influenced to make desired decisions 
and they or minor employees might be induced to disclose “‘inside” jn- 
formation, which would give its possessors unfair advantages. 

As long as those who control government policies are subject to 
popular election, any price policies which they direct are bound to be 
influenced by political considerations; but to remove government 
officials from all political accountability would be even worse. To have 
price administrators free of political pressure would not insure that they 
would always act in the interest of ‘general public welfare.” As William 
Pitt said, ‘Unlimited power is apt to corrupt the minds of those who 
possess it.”” Without political accountability, we should probably soon 
find that price decisions would be made in the interest of those making 
the decisions rather than in the interest of the general public. In the 
long run, the only means of maintaining administrative policies consist- 
ent with public welfare is to make the administrators subject to the will 
of the people. 

If we are to avoid the danger of unsound price decisions by Congress 
and other governmental agencies there are, fundamentally, two alter- 
natives. The one is to leave price determination to the field of competi- 
tive forces and private enterprise. The other is to develop our political 
organization so that the selfish interests of minority groups are less el- 
fective in making policy decisions. 

In view of all these circumstances it would not seem to be in the 
interest of agriculture or of the general national welfare to supplant our 
system of determining prices of farm products through private enter- 
prise and competition. If there is any practicable alternative, it \s 
doubtful whether the benefits gained through widespread cyclical price 
control by the government would, in the long run, outweigh the dis 
advantages of the high administrative costs and other difficulties 1n- 
volved in such a system. es 

As an alternative to price supports, it is proposed that if—in spite 0! 
all other measures—depression does occur, the problem be handled for 
agriculture through direct income supports. The total amount of pay- 
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ments to be made to farmers during periods of depression could be 
determined on the basis of the relationship of the per capita net income 
of the farm population to the per capita net income of persons not on 
farms. Thus it might be the objective of the program to supplement the 
income of the farm population by whatever amount its income fell be- 
low the level necessary to provide a per capita income equal to some 
specified percentage of a predetermined parity. Once the total amount 
of the payments was determined, this amount would be divided among 
farmers according to their net sales of farm products during the year. 
Net sales would be total sales minus purchases of farm products—pur- 
chases of feed and livestock, for example. 

Important advantages of such a system would be: (1) It would retain 
the effectiveness of competitively determined prices for directing the 
production and consumption of agricultural products. (2) It would leave 
the determination of the relative incomes of individual farmers to the 
impersonal forces of competition and the market place. Administrative 
decisions would be involved in determining what percentage supple- 
mentary payments would be of net sales, but the same percentage would 
be given all farmers alike. (3) It would be simple to administer. 

It would be comparatively easy to determine the total amount of 
each farmer’s sales and purchases of agricultural products. Declarations 
as to the amount of these sales and purchases should be made available 
to the Department of Internal Revenue for checking against income tax 
returns. In this way dishonesty of returns would be guarded against, 
for while large net sales would be an advantage as a claim for supple- 
mental payments, they would be a disadvantage from the standpoint of 
income taxes. 

It is beyond the scope of this report to go into the details of how such 
a system of supplemental income payments could be put into operation 
successfully. What is important for our purposes here is that it would 
be a way of meeting the problem of cyclically low prices for agricultural 
products. The need for direct price supports would then be so small that 
they could be either entirely avoided or limited to price stabilization 
operations which would be on a self-supporting basis. 

A great danger of making any use whatever of governmental price 
supports is that the very success of their proper use encourages their 
adoption for purposes to which they are ill-adapted and which will inter- 
fere with or destroy the function of prices—and of competition—in our 
economic system. More specifically, whenever any considerable group 
of farmers is in economic distress, there is danger of an attempt to relieve 
their situation by raising the prices of the products they sell. This may 
be done whether the distress be the result of a regional drought, or due 
to the absence of adequate opportunity for surplus agricultural popula- 
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tion to enter other occupations, or to inefficiency or other maladjust 
ments or misfortunes of certain groups of farmers. Such problems need 
solution, and often call for government aid. But means such as crop 
yield insurance, education and vocational guidance, soil conservation, 
rural health activities, and services such as those of the Extension Ser. 
vice and the Farm Security Administration should be used according 
as they are appropriate to the cause of the difficulty. The use of price 
supports to alleviate distress due to such causes should be steadfastly 
avoided. 

There is, nevertheless, a place in governmental activities for various 
programs which indirectly tend to stabilize or raise prices of agricultural 
products. These include unemployment insurance, aid to low income 
groups—including the food stamp plan—and nutritional programs. 
Such programs should, however, be designed and administered to serve 
their primary purpose, not with a view to their incidental—and rather 
temporary—effects on farm welfare. 

The Committee recognizes the importance of having positive criteria 
to guide administrators in the conduct of any desirable price support 
program. It also recognizes and commends the principle of attempting 
to direct price policy so as to contribute to economic balance. Both oi 
these are fundamental background reasons for the development of the 
present legally defined parity prices. Nevertheless, the Committee unan- 
imously disapproves of parity prices as presently defined in law, or of 
any fixed percentage of those parity prices as a goal for price supports. 
We consider such goals to be inimical to the long-time welfare of agri- 
culture as well as to the welfare of the nation as a whole. 
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DISCUSSION’ 


HeLEN C. FARNSWORTH: The two principal speakers have made so many 
d statements that I agree with and so many others that I am inclined to 
p question that I find it difficult to pick out a few key points to discuss in the 
time at my disposal. If I seem to concentrate on points of disagreement 
rather than on “amens,” it is not because I think the wider margin of agree- 
g ment does not deserve the greater emphasis. 

e Let me start with a question to which somewhat different answers have 
. been given by Dr. Black and the Committee on Agricultural Price Sup- 
ports: How far should the government go in guaranteeing farmers’ incomes? 
' During the past two decades the American public has come to accept the 
' idea that one of the proper functions of the national government is to pre- 
vent the spread of human distress in any major sector of the population. 
To fulfill this objective, different measures have had to be devised to deal 
. with the income problems of urban workers, on the one hand, and of farm- 


re ers, on the other. For farmers, it has seemed best for the government to 

eT uarantee certain minimum levels of farm prices or farm incomes. But the 
definition of these minimum guarantees has changed markedly during the 

la past thirteen years—in the legislation passed by Congress, in the minds of 

rt many farmers and farm leaders, and in the minds of certain economists. 

ig Somehow, there has been an important and subtle shift in the thinking 

of of these people. Leaders of the American Farm Bureau Federation and the 


National Grange no longer talk about the government preventing distress, 
but about the obligation of the government to establish a farm program that 
will enable farmers “to receive a fair price in the market place,” * and to re- 
ceive ‘an equitable share of the national income.’* These leaders are not 
simply rephrasing the distress-preventing obligation of the government, nor 
asking for income-guarantees comparable to the unemployment insurance 
and other social insurance benefits available to urban workers. They are 
demanding “fair prices” and “equitable incomes” far above any distress- 
preventing level. They are asking for a peacetime income guarantee not 
available to, nor at present proposed for, any other group of American pro- 
ducers. 

Should the government go so far as to guarantee “fair prices” and “equit- 
able incomes” to American farmers? Neither Dr. Black nor the Committee 
on Agricultural Price Supports has anything good to say about government 
guarantees of individual market prices—the basic ideal of most farm lead- 
ers. But Dr. Black wants the government to take such steps as are neces- 
‘ary, in the way of subsidizing consumption, “‘to raise the general level of 
‘arm products approximately to the level indicated by parity as it is now 
igured.” The Committee, on the other hand, would apparently prefer a 
be The Round Table on Agricultural Price Supports was devoted toa paper by John D. Black 
anc the foregoing report of Elmer J. Working. The Report and Mrs. Farnsworth’s discussion 
constitute the only record of this session; hence the transposition. 


. Inc ey resolutions adopted at the American Farm Bureau Federation Convention, 
ecember 20, 


- Review of the resolutions adopted by the National Grange in December, 1945, National 
range Monthly, Jan., 1946, pp. 1, 3. 
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somewhat lower basic level of farm income guarantee—one that would on 
“cushion” the income of farmers “‘against collapse.” me 
With respect to the level of guarantee, I find myself in closer agreement _— 
with the Committee’s view. I do not believe that it is a proper function of * 
government to guarantee a “fair” or “parity” income level to any group oj diff 
workers—urban or rural. Yet I should like to see income guarantees ty ba 
farmers that would insure them not only against too great a decline in their : 7 
incomes, but also against too rapid a decline. Moreover, I think there js om 
much to be said for the emphasis which Dr. Black puts on measures involy- i 
ing governmental subsidization of consumption of farm products. I disagree nti 
only with the view that these measures should be adopted for the purpos hi 
of improving farm incomes. This effect should be regarded as incidental and Sita 
gratifying. In no case should the timing, the form, or the extent of the sub- en 
sidization be determined with specific reference to farm-income needs. The cad 
food and fiber consumption of children and low-income families should be vos 
subsidized on account of the consumer benefits to be expected—because the cm 
United States is sufficiently wealthy to do this, and because in the long run aad 
the policy will probably pay dividends in the form of healthier and better x " 
citizens. 
Next, I should like to direct attention to the specific plan for income sup- it ; 
ports approved by the Committee—a plan which has a number of appealing + ch 
features, but which is not, in my opinion, the solution we seek. In the first ae 
place, if the per capita net income figures which the Committee plans to ee 
use for the operation of its scheme are the ones that I infer are being sug- ry 
gested (i.e., the series commonly used for parity-income calculations run- ite 
ning back to 1910), I regard them as unsatisfactory for the purpose. Many sank 
of you know how these farm and nonagricultural income figures are con- in a 
structed. Among other shortcomings, the farm income figures do not in- vin 
clude any of the income that farmers receive in the form of wages, rent, ie 
and interest from nonfarming activities and investments, whereas these Sado 
particular payments, actually made to farmers, are credited to the income lao 
of the nonfarming population.‘ I do not mean to imply that these income Site 
series and the parity ratios based on them are not useful for some purposes, and th 
especially if interpreted by cautious users of statistics, like Dr. Stine, who eeek 
know and keep in mind their limitations. But personally I always try to nen . 
avoid using these particular series, and I cannot help hoping that they wil One 
not be accepted as the basis of any farm program adopted by Congress. asteed 
Moreover, even if satisfactory net income series could be found, the Com- aes 
mittee’s plan of income supports would be open to two other fundamental price | 
objections. First, the grouping together of all farm products into a single fulfille 
income-supporting scheme would be justified only if all agricultural prices bows 
normally moved downward at practically the same rate in major business iieten 
recessions. This, however, has not been the case. For example, betweel Ish 
1925-29 (taken as an average) and 1931 the prices of cotton and wheal supple: 
‘ The U. S. Department of Agriculture has recently computed another per capita net incom eg _a 
series for farmers and nonfarmers that lack the major defects of the older series. But since “ supple} 


new series are available only since 1935, their usefulness is difficult to test. 


830 AMERICAN ECONOMIC ASSOCIATION 
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dropped 60 per cent, while prices of beef cattle and chickens declined 
scarcely 30 per cent. Under such conditions, the Committee’s recommenda- 
tion that equal percentage income supplements be granted to the producers 
of all farm products in proportion to their reported “‘net sales” appears 
dificult to defend. It is clear that relatively the heaviest income payments 
would go to those producers whose incomes had suffered the least decline. 
There is another reason for criticising the Committee’s failure to differ- 
entiate among the producers of different commodities in its income-support 
o. Some farm products are typically produced with the aid of little 
ired labor and with little outlay in the way of capital investment. The 
pr noes of such agricultural commodities consequently keep as net income 
high percentage of their gross cash receipts from marketings; also a high 
percentage of what the Committee calls their “net sales.” The producers of 
her farm commodities typically pay out for workers and equipment a 
cisions larger proportion of their receipts from ‘‘net sales.” This 
means that if income-support payments were apportioned to all farmers 
alike on the basis of their “net sales,” the payments would represent a 
considerably higher percentage addition to the net incomes of the second 
group of producers than to the net incomes of the first group. And, in all 
cases, large commercial farmers would be benefited more, both absolutely 
} ie tively, than smaller farmers. To keep the record clear, however, 


aia price-support program, and they would continue to be favored 
under practically all other farm-income programs thus far proposed. 

I should like to raise one more point with regard to the Committee’s 
proposal. This is essentially a minor suggestion, but it applies to all price- 
supplementing and income-supplementing schemes under which farmers 
are me supposed to receive direct payments based on their gross or net market- 
ings. | want only to suggest that the payments should be made not on the 

alue of the net marketings alone but on that value plus crop insurance 
bdetiniaton received in the form of cash. Otherwise, an insured wheat 
- urmer, for example, would receive income-supplementing payments on 
insu urance indemnities-in-kind (since the wheat received would be marketed 
and t thus swell the value of his marketings), but he would receive no income 
ath on comparable cash indemnities, calculated on the basis of cur- 
rent market values. 

One important point, on which all three of the preceding speakers have 
agreed, deserves emphasis. They all registered disapproval of active govern- 
ment support of agricultural prices at the market level and agreed that any 
price guarantee given should apply at the farm level, where it would be 
lulfilled through direct supplementary payments to producers. This would 
ave market prices free—free to direct consumption, if not also to help 
control production. 

I should like to say a few more words about the calculation of the price- 
supplementing payments that would be involved in a system of such price 
guarantees. The total national subsidy to be distributed in the form of price | 
supplements on any given commodity in any year would be equal to the 
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total volume of net marketings of that commodity multiplied by the differ. 
ence between the guaranteed average price and the actual average price 
(unless, of course, the actual price proved to be the higher, when no subsidy 
would be paid). Next would come the problem of distributing the tot,| 
national subsidy for each commodity among the individual producers cop. 
cerned. In a country as large as the United States, where geographical dif. 
ferences in the prices of individual commodities are so substantial, and 
where there are additional quality factors to be considered, it would not be 
satisfactory to pay each producer the same per-unit price supplement, as 
Drs. Working and Black both seemed to imply. A better method would be 
to distribute each national commodity subsidy among the various producers 
in proportion to the certified value of their net marketings plus their cash 
insurance indemnities. 

The commodity-income guarantees which Dr. Black proposes to offer 
farmers would apparently be determined on a “forward pricing” basis for 
individual commodities—at least so long as the combined result obtained 
by this method met Dr. Black’s specification that “the gross value of 
products for all farm products combined should measure up to an average 
parity price as now figured.” Frankly, I do not know precisely what this 
means, but I think I get the general idea. If I do, what I regard as the best 
and most important feature of a satisfactory system of forward pricing (its 
essential tie-in with equilibrium market prices) would be violated just as 
soon as that method of pricing did not yield results consistent with the 
combined-parity-price objective that Dr. Black sets up. 

Dr. Schultz® and, more recently, some other economists have been so 
persuasive in presenting arguments for the use of forward prices as the 
basis of farm income guarantees that this system of pricing may be said to 
be the current vogue in agricultural price-planning circles. In fact, I have 
wondered if Dr. Schultz himself does not think that some of the agricultura! 
economists are rather oversold on the idea. But I really should not cal 
forward pricing either “a system” or “an idea.” It has apparently come to 
mean a great many different things to different people. The original idea 
has been modified here, and changed there, until some of the forms now 
current have relatively little in common. 

However, most economists who refer to forward pricing seem toagree 
(I say this subject to correction by Dr. Schultz or any one else, for I am 
on uncertain ground)—they seem to agree (1) that the United States De- 
partment of Agriculture or some other administrative agency should 0- 
nounce early each year (before the planting period) a list of guarantee¢ 
prices for the principal farm products, and (2) that these guaranteed prices, 
referred to as “forward prices,” should be determined by experts, who would 
get what information they could on the future supply-demand situation for 
each commodity and then mix in a good dose of judgment. 

So far as I can see, this is about all there is to the central core of forwaré 
pricing. And it is not enough to insure good results. Such results could be 
obtained only if the various details of a particular forward-pricing schem 
were carefully constructed to produce them. 

* Manuscript not received. 
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So far as the central core alone is concerned, forward prices might be 
st high or low—to guarantee farmers so-called “fair prices,” or simply to 
ease price declines and to insure farmers against distressingly low prices. 


ital Moreover, forward prices, like other forms of farm-income support, could 
on- be applied either at the market level or at the farm level. And if at the farm 
dif- level, they could be established so as to guarantee a single fixed price re- 
and gardless of the size of the national output, or so as to guarantee a relatively 
be fixed income, with the price guarantee varying inversely with the total 
, as volume of production. 
be The particular forward pricing proposals that seem to me to be best, 
ers from an economic and administrative standpoint, include all of the follow- 
ash ing features: (1) provision for free market prices, with forward price guaran- 
tees at the farm level; (2) specification of flexible price guarantees, which 
fer vary inversely with the size of the nation’s production (this would contrib- 
for ute to income-stabilization, rather than price-stabilization; (3) legal pro- 
ned visions which definitely tie the forward prices to long-term market price 
of movements, thus reducing to a minimum the element of judgment involved 
age in forward pricing; (4) establishment of a moderately low level of basic price 
his guarantees, with emphasis on permitting the forward prices to reflect 
est underlying market trends, while limiting the magnitude of possible price 
(its changes from one year to the next. 
; as It is pertinent to note that this list of requirements would have to be 
the changed but little to make it apply to a system of farm price guarantees 
based on a recent three to five year moving average price. Indeed, these 
| $0 two different systems of price guarantees—one “forward,” one “backward” 
the —could actually be so constructed as to bring almost the same results. 
1 to A small element of judgment would be involved even in “backward” 
ave pricing, since this system would probably operate best if the guarantees 
ural were based on “normalized” or adjusted moving averages (with the adjust- 
cau ments made to compensate for prices that had moved out-of-line as a result 
e to of abnormally high or abnormally low yields per acre). The degree of judg- 
dea ment involved in such adjustments, however, is notably small as compared 
how with the minimum element of judgment required by any system of forward 
pricing. Which of these two systems any given individual would choose 
gree would depend partly on his faith in the ability of experts to look into the 
am future and partly on his estimate of the strength of the political pressures 
De- ukely to be brought to bear on the administrators of the scheme. Having 
ee considered these two aspects of the matter, I should like to record my belief 
- that the special advantages that might be gained through the forward pric- 
- ing mechanism would not be worth the risks involved. But I say this hesi- 
= tatingly, quite conscious of the impressive array of agricultural economists 
for who hold the opposite view. 
yard 
be 
eme 
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REPORT OF THE SUBCOMMITTEE ON CONSENSUS 
AND RECOMMENDATIONS AS TO 
ASSOCIATION POLICY 


By Corwin D. EDWARDS 
Northwestern University 


The Graham Committee recommended late in 1943 that the Associa. 
tion establish a system under which ad hoc committees would produce 
reports “focusing and making the informed opinion of the membership 
more effective in matters of public policy.’ The Executive Committee 
gave this proposal lengthy consideration in two subsequent meetings? 
with the aid of a second report from the Graham Committee and a later 
memorandum prepared by Vice-President Hardy after receiving com- 
ments from other members of a subcommittee under his chairmanship! 
Decision was deferred because of inability to reach agreement. 

The present subcommittee of the Executive Committee was set up in 
April, 1945, primarily in the hope that it might draft a report on this 
matter which the Executive Committee might be willing to adopt and 
carry into effect. The subcommittee was also asked to develop a sug- 
gested policy toward requests that the Association give help to private 
groups engaged in preparing statements of opinion upon public ques- 
tions. 

Before the present subcommittee was organized, two ad hoc com- 
mittees had been established to undertake experiments in what the 
Graham Committee had recommended. One of these committees was 
continued, and two additional ones were organized in accord with sug- 
gestions by subcommittee members.‘ Our thinking about the question 
of Association policy entrusted to us has been enriched by the exper- 
ience of these committees. 

This report contains the subcommittee’s answers to two questions: 

1. Should the Association sponsor efforts to formulate reports and 
statements of opinion upon issues of public economic policy? 

2. Should the Association extend help to private persons and groups 
engaged in preparing statements or conducting polls on similar sub- 
jects? 

1 American Economic Review, Vol. XXXIV, No. 1, Part 2, pp. 402, 424-425. 

? [bid., Vol. XXXV, No. 2, pp. 453, 456. 

3 [bid., Vol. XXXV, No. 2, pp. 502-508. ‘ 

‘ The first two committees dealt respectively with agricultural price supports and the func 
tion of government in the postwar American economy. Reports by these appeared in the ig 
Proceedings of the Association (pp. 422-447). The work of the former has been continued. 1» 


two new committees are to report respectively upon the Webb-Pomerene Act and moneta‘) 
policy. 
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|. Reports and Statements of Opinion Under Association Sponsorship 


There has been general agreement, both in the present subcommittee 
and in earlier committees which discussed the Graham proposal and its 
alternatives, that simple, well-considered public statements® by econo- 
mists on questions of economic policy are often needed but often not 
available. Through such statements, something can be done to help 
the public distinguish between important and unimportant issues, recog- 
nize clap-trap arguments, and become aware of economic considerations 
which members of the profession think significant. An insufficient 
amount of such work has been done, and when such statements are 
available they are often less accessible, clear, cogent, responsible, and 
candid than they should be. There has also been general agreement that 
something can be done to improve the quality and effectiveness of such 
statements by formulating them in the light of cross-criticism among 
persons who take joint responsibility for the final product. In particular, 
such a procedure is likely to uncover elements of consensus among 
divergent views and thus contribute to the constructive resolution of 
public controversies. The need for such group statements, and the pe- 
culiar opportunity which the American Economic Association has to 
promote them, furnish persuasive arguments that the Association 
should undertake such work. 

That there are limits to what the Association may properly do in 
sponsoring statements about economic policy has also been generally 
agreed. The Association’s charter says that “the Association, as such, 
will take no partisan attitude, nor will it commit its members to any 
position on practical economic questions.”” The subcommittee believes 
that this restriction is wise and has no desire to change it. In earlier dis- 
cussion of the Graham proposal, the Executive Committee took for 
granted that the Association should not express a corporate opinion 
upon public questions, nor commit its members directly or indirectly to 
any particular opinion, nor attempt to exert political pressure; and there 
was a general desire to avoid types of activity which are likely to be 
thus interpreted. 

Accordingly, the present subcommittee has endeavored to devise a 
program through which the Association can help illuminate questions 
of public policy without committing the membership as a whole 
upon these questions. The proper function of the Association, we be- 
eve, is to stimulate interest in discussion of public issues, to help mem- 
bers formulate their views, to provide facilities through which group 
statements can be developed, and to assist in the publication of state- 
ments which, by their candor, professional competence, and good sense, 


‘As used herein, the term “statement” includes documents of varying length, from brief 
‘ormulations of opinion to carefully reasoned reports which may run several hundred pages. 
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merit publication. The proper safeguards appear to us to be equally 
clear. The facilities of the Association should be available to all respon- 
sible groups of members, so that when there are differences of opinion 


within the Association they may be expressed either by rival statements seek 
or by joint endeavor to formulate the differences. The Association ther 
should make clear that each statement expresses the opinion of only ther 
those persons who have taken part in preparing it, not the opinion of of t 
other members or of the Association itself. The Association should spec 
provide means by which members may criticize the methods and con- It 
clusions of any statement. ship 

With such a program, the Association’s sponsorship of a method of Asso 
preparing and disseminating policy statements would be similar to its parti 
sponsorship of the American Economic Review or the annual volume of nomt 
Proceedings. As in these publications, it would encourage members to some 
express their views but would offer its facilities impartially to members J of pe 
of different opinions. It would endeavor to publish only what is compe- indiv 
tent and candid; where agreement could not be reached, it would facili- bers, 
tate rather than seek to suppress expression of disagreement. It would the ai 
not underwrite the opinions which it helped to make public. public 

In important respects, however, the proposed program would under- @ port 1 
take what cannot be accomplished in the Review. It would concentrate J projec 
upon questions of current or prospective importance. It would encour- 9 Schoo 
age the development of group statements designed to minimize in public upon ¢ 
discussion the unimportant and fortuitous differences of opinion which @ procec 
contribute little to public understanding of great issues. It would pro- @ stater 
vide relatively simple statements, addressed not to the technical expert, @ the gr 
but to the intelligent public. It would make possible, upon occasion, 9 be exp 
statements much longer than are suitable for the Review. It would make J the pul 
some statements avilable in pamphlet form, so that they could be used ‘or pul 
more widely than articles which appear in the Review. To ¢ 

The program proposed by the subcommittee is deliberately designed 9M and to 
to make possible a wide variety in the methods by which statements are BM telligib 
formulated, in the purposes which they serve, and in the channels Mi culties 
through which they are made public. Doubtless there are cases in which @M mannec 
most economists are agreed in holding a view contrary to a widespread HM ted ir 
public opinion, and doubtless in such instances an extremely simple Hijo the . 
statement, widely signed, might serve a useful purpose. Obviously there 9M partial 
are other cases in which two or more views are widely held among eco MM "pon ai 
omists and in which discussion might be clarified, within the profession MM ‘nds d 
and perhaps within the better-informed portions of the public, if a sub- EF the m 


stantial number of well-informed adherents to each view were to agree 
upon a statement of the essential features of it. In some cases three of 


four persons may be outstanding in a given field of inquiry, and a state- HM “ued o 
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ment of the respects in which they agree might have a substantial in- 
quence upon the profession and upon the public at large. In still other 
cases, it might be profitable for persons of sharply differing views to 
seek to ascertain whether or not there are points of agreement between 
them and to formulate an agreed statement of the issues which divide 
them. It is contemplated that the Association might sponsor any or all 
of these types of statements, and perhaps others which are not here 
specifies 1. 
It is also contemplated that the extent of the Association’s sponsor- 
ship might vary from case to case. A Board of Editors appointed by the 
Association might promote the development of a statement upon a 
particular subject, just as the Managing Editor of the American Eco- 
nomic Review may now suggest that a particular article be written. In 
some cases, the Board might formulate the issue and select a committee 
of persons to prepare a statement. In other cases, it might designate an 
individual to undertake these tasks. In still other cases, a group of mem- 
bers, undertaking such a project upon their own initiative, might solicit 
the aid of the Board either in preparing the statement or in making it 
public. Regardless of the procedure used, the statement would not pur- 
port to be representative of the whole membership. For example, the 
project might consist in an endeavor to express the views of the Hansen 
School on a question of fiscal policy or the views of labor economists 
upon a federal guarantee of 60 million jobs. Under any ef the alternative 
procedures, the Board would be expected to see to it that the final 
statement was fair, able, and completely candid about the nature of 
the group which participated in preparing it. The Board would also 
be expected to provide opportunity for criticism, either by facilitating 
the publication of similar statements by dissenting groups or by arranging 
for publication of critical comment in the American Economic Review. 
To develop group statements upon controversial issues is difficult; 
and to express expert opinions upon technical subjects in language in- 
teligible to the general public is also difficult. To overcome these diffi- 


nels MM culties the initial projects will need to be few, well chosen, and capably 
nich GH manned. Moreover, there is a possibility that the precautions incorpo- 
ead Wj rated in the plan will prove insufficient to guarantee the impartiality 
nple Ho the Association’s sponsorship or to convince the public of that im- 


partiality. Accordingly, we propose that the program be undertaken 
ipon an experimental basis for a limited period and with restricted 
lunds designed to confine action to a small number of selected issues. 


sub- I the merit of the undertaking should prove less or its difficulties and 
gree Wm “Angers greater than we suppose, the project can be abandoned before 
ee of Mm tous harm has been done. If, however, it is successful, it can be con- 


‘nued on whatever scale is found to be appropriate. 
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Accordingly, the subcommittee recommends * 

A. That the Executive Committee appoint a Board of Editors oy 
economic policy reports, to consist of a small number of member 
chosen for a limited period, with powers and duties as follows: 

1. To stimulate and provide for the establishment of groups to pre. 
pare statements upon important questions of economic policy. 

2. To receive and pass upon requests that such groups be set up. 

3. To watch over the composition of such groups in order that they 
may be representative and able. 

4. To receive policy statements from such groups and from groups 
independently organized by members of the Association, and to deter. 
mine whether such statements meet proper standards of fairness and 
competence. 

5. To provide for the publication of such statements. 

6. To provide facilities for the criticism of such statements by mem. 
bers, both before and after publication. 

7. To formulate safeguards sufficient to prevent public misunder-. 
standing about the degree of the Association’s responsibility for the 
published statements. 

B. That the relation between the Executive Committee and the 
Board of Editors be similar to that now prevailing between the Execu- 
tive Committee and the Managing Editor of the American Economic 
Review, in that the administration of the project is left to the Board, 
subject to the over-all responsibility of the Executive Committee for 
determining the scope and duration of the project and assuring its com- 
petence and fairness. 

C. That the Board of Editors report annually to the Executive Com- 
mittee on the progress of the work, and that in the last year of the 
prescribed period it appraise its experience with the project for con- 
sideration by the Executive Committee. 

D. That the Executive Committee provide reasonable financial sup- 
port for the enterprise for the period of the initial experiment and 
consider, in the final year, whether or not the experiment should be 
renewed. 4 

II. Private Polls of Association Members 


A related problem upon which the policy of the Association should be 
formulated is that of the extent to which help should be given to 
private groups engaged in formulating statements or taking polls «! 
opinion upon public questions. Requests that members of the Associa- 
tion participate in such statements and polls are necessarily of concer 
to the Association, since the views expressed are capable of being mis 


* Appendix A contains a more detailed draft of one possible way of carrying out these recom: 
mendations. 
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interpreted or misrepresented as those of the Association or of econo- 
mists at large, and since, with increase in resort to polling, Association 
members may be subjected to embarrassment or unwelcome imposition. 

During the last year the officers of the Association have repeatedly 
received protests from members concerning private polls of opinion 
which were being taken among such members. The protests centered 
upon three points: first, that certain questions had been stated in a 
way which made it impossible for the answers to convey accurately the 
views of some of those who were asked to answer; second, that there 
appeared to be danger that the responses would be represented as the 
opinion of the American Economic Association or would be mistakenly 
assumed to reflect that opinion; and, third, that the frequency and 
scope of the polls was so great as to impose a burden upon those ap- 
proached. 

Of course, polls may be taken and statements circulated among mem- 
bers of the Association without the aid, consent, or advance knowledge 
of the Association’s officers, if the sponsors of such polls and statements 
choose to use the published Handbook and its supplements. In this event, 
the Association has no control over the choice of questions, other as- 
pects of the procedure, or the use of the returns. Even in such cases, 
however, the Association’s considered attitude might well be com- 


seriously in using the returns. Such a practice would render it easy to 
follow up any abuses which Association members might detect and re- 
sent. 

The aid of the Association is sometimes sought in connection with 
polls of its members by individuals or groups, often from among its own 
membership. Requests have been made, for example, for the use of the 
Association’s stencil mailing list, for help in formulating questions to be 
answered or statements to which assent or dissent is to be requested, 
and for aid in locating suitable persons to prepare such questions or 
statements. 

The groups which may request such assistance are sometimes small 
and sometimes large, sometimes disinterested, sometimes notoriously 
partisan, and sometimes engaged in the pursuit of their own private 
advantage. The questions upon which opinions are sought vary from 
the highly controversial to the platitudinous. The scope of the expression 
of opinion varies from a simple yes or no to a reasoned formulation of 
principles and relationships. The purpose to be served by the returns 
may range from clarification of the thinking of experts, through public 
education upon technical issues, to pressure upon government officials. 
hese variations in objectivity, candor of analysis, disinterestedness, 
and character of use may all appear in barely perceptible gradations. 


on 
ers 
re- 
ey 
Ips 
er- 
er 
he 
Cu- 
mt municated to the polling agency, and this would ordinarily be taken 
for 
be 
L 


838 AMERICAN ECONOMIC ASSOCIATION 


Insofar as the sponsors of such projects are members of the Associa. 
tion and are willing to place themselves under the supervision and 
conform to the policies of the Board of Editors, as already recommended, 
there is no need for a separate consideration of the policy questions 
which such proposals raise. In the cases of outside persons and of groups 
of members who may wish to proceed through other channels than thos 
furnished by the Board of Editors, special questions arise. 

It seems clearly desirable that Association aid should be extended to 
such projects only under conditions which the Association deems ample 
to safeguard it against being put in a false light and also to protect its 
members from unwelcome imposition or embarrassment. Within the ind 
field of its competence, the Association should facilitate private efforts ‘ol 
to discover areas of agreement among economists so long as these efforts 
are undertaken in good faith, are safeguarded against misconstructions, 
and deal with important matters. It is appropriate for the Association, 
in its corporate capacity, to extend impartial aid to groups which are 
making such efforts. 

Therefore it is suggested that the following policies govern the Asso- 
ciation’s attitude toward private statements of policy and polls of opin- 
ion: 

A. To be eligible for assistance by the Association or its officers in 
the development of such a statement of policy, private sponsors should 
meet the following conditions: 

1. They should have no commercial interest in selling the results of ne 
the survey or in supporting any opinion upon the issue under discussion. oT 

2. They should not be engaged in a campaign to bring about the 
election of any political candidate or the success of any political party 
in an election. 

3. They should be engaged in an effort, in good faith, to ascertain the 
opinion of economists or to ascertain what economists hold a stated 
opinion. 

4. They should be receptive to suggestions from officers of the Asso- 
ciation designed to make their questions and statements, and the analy- 
sis thereof, conform to proper standards of competence and fairness. 

5. They should be willing to indicate clearly, in using the returns, 
the nature and extent of the group to which inquiry was addressed and 
the nature and extent of the group which replied to the inquiry. 

6. They should undertake to give no publication, except in a form 
satisfactory to officers of the Association, to the fact that they have re- 
ceived aid from the Association; and they should undertake to avoid 
any act or statement which might indicate that the opinions expresse¢ 
represent the views of the Association. é 

B. The Association’s aid should be given to private groups 00) nay 


i 
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1 the opinion of the President or the Secretary, the question 
pon wl hich opinions are being sought is one of public importance. 

Cc Where these conditions are met, the Association should be willing 
rm nit the use of its mailing list and, within reasonable limits of 
phe oe to assist in making contact with economists expert in the field 
se and in “fonnuiallll questions or statements as clearly and fairly as 
possible. Such assistance should be given to all groups which meet the 
necessary conditions, without regard to the nature of the opinions 
ile which these groups are seeking to express or examine. 

its D. Officers of the Association should be free to take part in their 
vidual capacity in preparing and answering any such private in- 
\iries, but they should not do so in their capacity as officers. To this 
they should not be identified as officers of the Association in their 
tures or in any publicity given to the returns unless such identifi- 
ion is accompanied, in a form satisfactory to the President of the 
ciation, by a specific disclaimer of Association sponsorship or re- 
onsibility for their views. 


A ppendix 
Tentative Plan for the Preparation of Statements on Public Policy 


. Board of Editors, consisting of a chairman and four other members, 
ld be appointed by the Executive Committee to hold office for a 
period of three years. The members of the Board should be chosen to 
represent, so far as possible, a variety of views upon public questions. 
The Association should make available to the Board a sum of $10,000 
‘ora period of three years, to be disbursed by the Treasurer of the Asso- 
ation upon ineteuelllaaa from the Chairman of the Board. 
The powers and duties of the Board should be as follows: 
To formulate questions of public policy upon which it is desirable 
elop group statements of economic opinion, and to determine the 
composition of groups from which such statements are desired.’ 
d. To oe signate persons to participate in the preparation of policy 
s and in the work of critical panels reviewing such statements, 
esignate individuals who may take the responsibility for selecting 
ups and panels upon particular subjects. 


loping such a program, it will be within the competence of the Board, in appropriate 


set » discov er the scatter of opinion among a representative sample of members of 


seek to ascertain the degree of agreement among a representative sample of Associa- 
embers or among groups selected for their special competence in a particular field of 
Y or for their adherence to a designated economic philosophy or point of view; 

1oseek t dee: rtain the degree of agreement in analysis of issues among designated groups 
mists who disagree upon matters of policy; or, 

seek to develop mutually acceptable statements of the character of such disagree- 


S0- 
in- 
enlalive 
nid 
af 
on 
the 
tuL 
rt 
ted 
aly- 
ESS 
enc 
and 
rm 
; 
> re- VdUvull, 
vold 


840 AMERICAN ECONOMIC ASSOCIATION 


3. To receive from members of the Association suggestions about 
statements which might be prepared and about persons or groups which 
might take part in such preparation. 

4. To maintain general supervision over the work of groups engaged 
in preparing policy statements, in an effort to expedite this work and 
to assure its competence and fairness. 

5. To receive draft statements from groups designated by it and from 
volunteer groups of members of the Association, to review such state- 
ments for competence, fairness, and cogency, and to approve worthy 
statements for publication. 

6. To devise suitable procedures and public announcements, includ- 
ing announcements to appear in each published statement, which set 
forth the limit of the Association’s sponsorship and make clear the na- 
ture and extent of the group whose views are expressed in the statement 

7. To arrange for publication of approved statements. 

8. To provide suitable financial assistance for the work of groups and 
panels and for the publication of approved statements. 

9. To provide facilities for criticism of statements after publication. 

10. To obtain financial assistance from foundations or other sources 
in order that such work may be carried on. 

11. To report annually to the Executive Committee, and, in the third 
year, to make recommendations as to the future of the program. 

The Chairman of the Board of Editors should be the executive officer 
of the Board. He should be primarily responsible for establishing groups 
and panels, supervising their work, making arrangements with pub- 
lishers and foundations, and authorizing disbursement of funds in ac- 
cordance with the decisions of the Board. 

Groups established by the Board to prepare policy statements should 
operate autonomously, developing their own procedures and making 
their own decisions. However, they should report to the Chairman oi 
the Board, upon his request, the status of their work, and they should 
include in their membership any additional persons whom the Board 
might recommend. Any member of such a group or of a panel should 
he free to raise with the Board questions concerning the folenes ss of the 


support, and to withdraw recognition of the project. 

The operations of the Board should be autonomous, subject to the 
right of the Executive Committee of the Association to determine 1 an- 
nually questions as to scope and general policy and to make at any time 
such changes in the personnel of the Board as may, in the C ommittee s 
opinion, be appropriate to assure competence and fairness. 
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The Chairman of the Board should receive compensation, the amount 


¢ which should be determined when the scale of his duties becomes 

apparent. (The committee has tentatively in mind the sum of $750 a 

4 vear.) Other members should receive necessary expenses but no com- 
nensation. 

; Decisions to set up groups for the preparation of policy statements 


and to publish policy statements should require the unanimous assent 
yf members of the Board. All other decisions in the Board should be by 
a majority vote. 
The Board should have authority to arrange for publication of a 
policy statement in any of the following ways: 
A. By contract with a commercial publisher under an arrangement 
by which royalties or other payments, if any, will pass into the Associa- 
tion’s treasury. 
B. In a pamphlet series, sold at minimum price under the auspices of 
the Association and financed from the Board’s funds or from foundation 
C. As a supplement to the American Economic Review, or in the 
Review, or in the annual Proceedings of the Association. When the latter 
forms of publication are used, the expense of publication should be di- 
vided between the Board and the Review, or between the Board and the 
Proceedings, upon terms mutually satisfactory to the Board and the 
tor of the Review, or the Board and the editor of the Proceedings. 
James WASHINGTON BELL 
EVELINE M. Burns 
Josepa S. Davis 


THEODORE W. ScHULTZ 
Corwin D. Epwarps, Chairman 
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DISCUSSION 


Cares O. Harpy: The proposals for focusing the opinion of the mem. 
bership of the Association in matters of public policy seem to boil down t. 
three types of co-operative effort; namely, anonymous polls which are de. 
signed to ascertain and publicize the proportions of the membership or oj 
selected groups of the membership who favor and oppose specific proposi- 
tions; second, carefully prepared statements of one side of a controversia! 
issue intended to be signed by as many members as possible and circulated 
in support of the position taken by the authors, and, third, pamphlets of 
educational character, signed only by authors who co-operate in their 
preparation. As to length and thoroughness of analysis, the first two—the 
polls and the statements of dictum—fall below the standard of a typical 
article in the Review, while the pamphlets fall, as to length, in the area 
between a Review article and a book. 

In general, the number of economists involved tends to be an inverse 
ratio to the length of the product. The polls are valuable only if a very large 
number of people are canvassed; so that the percentages of Yes and \\ 
answers to individual questions are significant. The dictum statements have 
a narrower constituency of potential signers; first, because the list is limited 
to those whose answer is affirmative, and, second, because having more 
content in the form of supporting argument, the number of people wh 
agree tends to be smaller. 

I think we can agree that the Association can perform a usefu! service 
in connection with all three types of project by furnishing publishing facili- 
ties, whatever may be our judgment as to its useful role in the promotion 
and editorial control of the contents of the publications. 

The purposes of statements on public issues of pressing current interest 
may be three: first, to exercise a direct influence on public action in th 
nearby future; second, to influence the thinking of economists with respect 
to the fundamental issues involved; and, third, to provide material for the 
study of the minds of the economists themselves. For the third purpose ! 
polls may be very significant, if the coverage is large and the questions are 
carefully framed. From the standpoint of influencing public action \ 
statements of dictum and the pamphlets both seem more promising ‘11 ji 
the polls. Public confidence in the competence of economists to pass nist 
public issues is not so great that a mere statement that 75 per cent 
sponding economists are favorable and 25 per cent unfavorable is 4k) 
to carry great weight. A concise, well-reasoned, brief statement of co 
sions, signed by an impressive list of economists, has an advantage ove 4 
pamphlet or book in that it will be read by a great many more peop 

resumpt 


the same time it can contain enough argument to create some presumpuc® 


on the part of the readers that the authors know what they are talsing 
about. A pamphlet embodying a certain amount of research and a carelu)- 


reasoned statement of the pros and cons is obviously more satisiacto” 


from the standpoint of economists, but it has the double disadvantage = 
the time required for preparation is considerable, and the effort requiree ® 
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.der stands in the way of obtaining a broad audience. On the other 
pamphlet is often a source from which newspaper and magazine 
and editorials can draw material more effectively than from a briefer 


y judgment both polls and statements of dictum should be under- 
{ financed by interested parties rather than by the officers of the 
tion, but the Association may well furnish publication facilities and 
ind ready to criticize the statements before their circulation, with 
insuring that from the standpoints of clearness, fairness, and public 
hey are worthy of space in the Review. When publication privileges 
orded, preprints or reprints can properly be furnished at cost to the 
{ groups. 

»mes to pamphlets, the administrative problem is more difficult, 
rly the compensation of authors. Review articles can be prepared 
ducts of teaching and research activity, and the preparation of 

e compensated for by prospective royalties, but good pamphlets 

middle ground where the work is apt to be too great to be under- 

t compensation and there is no prospect of significant royalties. 

f the Association starts in to finance the preparation of pamphlets 
| the financial burden be considerable but the administrative 
raising applications, selecting authors, and editing the results 
convert the Association into another research institute. My 

; that it would not be wise for the Association to give financial 

such projects beyond publication cost, but that it might very 

ier the establishment of a series of pamphlets to be sold at a 

zned to cover costs of publication and distribution. 

.. presented at these meetings affords illustrations of the first and 

es. I have nothing to add to the discussion of polls, to which you 

y listened. I think the material submitted by the Agricultural 

s an excellent example of what I think of as the appropriate 

nphlet. The question of agricultural price supports is analyzed 

roughly and ably and the document might well be considered for pub- 
1 as an Association pamphlet. However, it also illustrates the reasons 
1¢ Association should not assume the degree of responsibility that 
e implied in having pamphlets prepared by authors selected by 
1e Association. The paper was prepared by agricultural econo- 
I think, indicative of the thinking of that group rather than 
mists generally. For example, a group of economists represent- 
may call the social welfare point of view would certainly arrive 
t recommendation respecting the method of distribution of the 


iper recommends that in a period when agricultural incomes are 
; measured from an objective standpoint) income supplements 
o farmers in proportion to their sales in the given year. 


onversely. Economists approaching the problem from the 
f the welfare of the income receivers would probably suggest 


= icome supplements which are suggested as an alternative to price supports. 
eed ls Means that the highest incomes would warrant the highest supple- 
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a distribution in inverse ratio to income actually realized during the period 
of deficiency. A committee of business economists looking at the problem 
from the standpoint of sound financial administration would also reach 
a different conclusion, since they would point out that this system opens 
the door wide for financial management of a perfectly legal character de- 
signed to maximize sales in a period when supplements will be paid and 
minimize them the years just before and just after such periods. For jp- 
stance, livestock producers might advantageously concentrate their sales 
very heavily in years when it appears certain that agricultural income yill 
be deficient. Such concentration of sales would, if anything, aggravate the 
situation which necessitates the supplements. Or third, a group of econo- 
mists representing the old school of liberalism would probably consider that 
inadequate attention has been given in the pamphlet to the basic question 
why anything should be done other than letting the price situation bring 
about necessary adjustments in production. 

This point is not made with a view to minimizing the value of pamphlets 
which express the viewpoint of economists with a special background of 
training and a special sphere of interest. It does, however, point a reason 
why the Association, representing as it does all schools of economic thought, 
should hesitate to promote or sponsor the preparation of pamphlets. If it 
undertakes to secure a panel representing all shades of opinion as to al! the 
issues involved, effective collaboration between members of the pane! would 
probably be difficult to secure and the area of potential agreement might be 
narrow. On the other hand, to secure parallel treatments from different 
economic groups would obviously involve an impossible amount of work 
and expense. 

I am quite in agreement with the statement in the report of Corwin 
Edwards’ committee with respect to the services of the Association in pro- 
viding editorship and dissemination of policy statements similar to its 
sponsorship of the American Economic Review or the annual volume oi 
Proceedings, and with the standards set up as to the character of such 
publications. I question, however, the implication that some of the things 
there suggested cannot be accomplished in the Review. I would suppose that 
the Review, like the proposed publications, undertakes to concentrate on 
questions of current or prospective importance and to secure contributions 
which minimize the unimportant and fortuitous differences of opinion which 
contribute little to public understanding of great issues. 
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UNDERGR AS TEACHING OF ECONOMICS 


The f following reports and discussion relate to the work of the Committee on the Under- 
grad juate ‘Teaching of Economics and the Training of Economists, of which Professor Horace 
Taylor i sC hairman. Specifically, the contents of this section concern the [pean reports 

the subcommittees on the Indergraduate Economics Curriculum and Related Areas of 
oa f which Professor Mabel Newcomer is Chairman, and a discussion paper by A. B. 
Wolfe; a report by Professor W. W. Hewett on Some Problems in Teaching Elementary Eco- 
nomics suggested by the work of the Subcommittee on the Elementary Courses in Economics, 
»y Professors Mary Jean Bowman and J. J. Spengler. 

REPORT OF THE SUBCOMMITTEE ON THE 
UNDERGRADUATE ECONOMICS CURRICULUM 


AND RELATED AREAS OF STUDY 


By MABEL NEWCOMER 
Vassar College 


I offer this report with some misgivings. Although I have been cor- 
responding with the different members of the Subcommittee, there has 
been no meeting and few questionnaires have as yet been received. The 
fo a wing comments are, therefore, those of the Chairman rather than 

he whole subcommittee, and are highly tentative. We hope that the 
is ussion which follows will throw some light on the problems with 
which we are dealing and will open new paths for us to follow. 

We have begun our study with one of the questionnaires that Pro- 
fessor Wolfe deplores; but I should like to reassure those who agree 
with him (and I am one of these) that the members of the subcommittee 
have shown no disposition to accept the existing pattern for their model. 
We have agreed, however, to begin with such facts as can be obtained. 

The following summary is based on the practice of twenty-four insti- 
tutions offering an undergraduate liberal-arts course. The number is too 
small for adequate sampling but I think that you will agree from your 
own experience that the practices described are widespread. 

Most institutions offer an introductory year-course in economics 
overing both theory and institutions. This is typically a sophomore 
course. In only one-third of the institutions reviewed was it open to 

Meroe en. This course is normally prerequisite to all or a great majority 
o other course offerings. Thus the undergraduate will not ordinarily 
elect specialized courses in economics before his junior year. 

From this introductory course the curriculum spreads out, fanlike, 
‘0 a great variety of specialized subjects, most of which have presuma- 
bly been touched upon in the introductory course, and most of which 
are without other prerequisites. Having passed through this introduc- 
tory year, the student finds the whole world of economics open to him. 

The specialized courses tend to be half-year courses, although year 
‘ourses are fairly common. The subjects offered are many. Even when 
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minor variations are ignored, at least forty distinct species appear jp 
the institutions studied. The leading subjects are labor problems, money 
and banking, public finance, and economic history, in the order named 
These are followed by accounting, statistics, international economics. 
and corporations. Neither economic theory nor the history of economic 
thought is among the first ten subjects offered, although they are well 
up in the first half of the total list. 

The total offerings in the different institutions vary from the equiva. 
lent of six year-courses, as a minimum, to twenty-six as a maximum. 
The latter number, it may be noted, could not be covered by a student 
even though he were to devote his entire time to economics for five 
college years. 

The typical major requirement in economics is the equivalent of five 
year-courses, with perhaps two more in related fields. There is, however. 
wide variation in the degree of specialization demanded. Specific course 
requirements for majors, beyond the introductory course, are rare and 
widely varied. Neither theory nor statistics has been selected for special 
emphasis, nor any particular institutional study. Seminars are com- 
monly offered for senior majors, and occasionally required, but it is the 
method of study rather than the subject that seems to be emphasized. 

Related studies in the major field ramble over the whole area of the 
social sciences and occasionally stray into the sphere of the sciences and 
humanities. A preference is shown for history, political science, soci- 
ology, and psychology, but philosophy, geography, and mathematics 
are frequently included. 

What is the primary objective of this undergraduate economics pro- 
gram? The answer to this question is emphatically “training for re- 
sponsible citizenship.” Vocational or professional training, and prepa- 
ration for graduate study—alternatives which were suggested when the 
question was asked—lag far behind. A few candid informants admit 
that no objective has been formulated by their departments, or suggest 
that training in disciplined thinking is the primary aim. 

This summary of the undergraduate economics offerings raises many 
questions. First, has the science of economics developed far enough that 
some more logical sequence of studies than that now provided should 
be formulated? Or should advancement in the field be measured »y 
methods of work (as in the usual senior seminar) rather than by subject 
matter? No answer to this question is suggested at this time. 

Second, does the wide assortment of courses mean a rich educationa’ 
offering, adapted to widely varying student needs, or is it an accident tal 
development, the result, perhaps, of highly specialized interests 0! 10 
structors—each offering a course revolving around his doctor's thesis’ 
And is it an undesirable development leading to overspecialization {0 
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the undergraduate course and a fragmentation of knowledge that only 
confuses the student? Could a simpler curriculum provide better for 
“responsible citizenship” and graduate study and vocational training 
too? The writer doubts whether student needs vary so greatly from one 
institution to another as to explain the widely varying course offerings, 
and is inclined to propose a thoroughgoing housecleaning; but our in- 
formants apparently would not agree. Most of those who replied to the 
yestion as to how they would revise their work if they were given a 
‘ree hand proposed additional course offerings rather than subtractions. 
Third, are related studies carefully chosen for major students, or are 
these more or less chance suggestions? The lack of agreement among 
there are still wide differences of opinion as to what the responsible 
tizen should know. Also, there is little indication of integration of dif- 
Fourth, are methods of study satisfactory? Discussion groups com- 
bined with lectures prevail, with a few seminars and research projects 
for the senior year. Is this adequate? It is interesting to note that 
several departments report that they encourage field work or job ex- 
perience and a scattering few actually provide such opportunities. This 
ems to be one of the newer trends and suggests that in time the social 
sciences may provide something comparable to the laboratory work of 
e sciences. It is not to be expected that such a trend will develop 
rapidly, however. Expense alone will prove a handicap. One of the great 
virtues of economics in the eyes of college administrators has been that 
it has been relatively “‘cheap to teach.” This has been partial compensa- 
tion for the disturbances it sometimes creates in public relations. 
Finally, is economics beyond the grasp of the average freshman? Or 
are there other subjects that are more important for the first year? My 


own experience with freshmen in introductory economics convinces me 
that they are as capable of handling the material as second-year stu- 
ients; and far more eager. Is it perhaps that economics is still meekly 
accepting the position assigned to it years ago as a comparatively new 
and doubtful discipline? 

It is the hope of our subcommittee that more definite answers can be 


given to these and other questions as our work progresses. 
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DISCUSSION 


ALBERT B. Wotre: I have been teaching economics for over forty years, 
Economics was much simpler in 1905 than it is today. For example, in ql) 
my student days at Harvard, I never heard of Walras or Pareto, or of , 
concept called “general equilibrium.” Nor did anyone ever suggest that | 
read the last chapter of Malthus’ Political Economy. Institutionalism, jp 
the shape of Veblen’s first two books, was only a wisp on the horizon, not 
an ominous cloud. There were no life-and-death politico-economic issye: 
such as we face today; and such problems as there were, like control of the 
trusts and reform of the banking system, could be dealt with in accordance 
with established principles. 

If economics was simple and orderly, so too the society into which educa- 
tion was to induct the youth was settled and comparatively static. We were 
safely ensconced in a capitalistic and, nominally at least, a Christian world. 
If a philosopher could write a book, as one did, on The Finality of the Chris- 
tian Religion, most professors of economics believed with equal certainty 
in the finality of the laws of classical economics. If anyone had predicted 
that there would be a successful communistic revolution in Russia within a 
decade, or that England would go socialistic, even in a Fabian way, by 
1945, he would have been set down as an ass. No crackpot had yet suggested 
that we were becoming a mature economy. Two world wars, the Great De- 
pression, the New Deal, the atomic bomb, and John Maynard Keynes 
were still in the undreamed-of future. 

The educational world was relatively untroubled. Vocational training 
was making some strides, but adult education was unheard of. What we 
then unblushingly called “liberal,’’ and now call “general,” education, had 
not gone into the discard, from which agencies like the Harvard Committee 
and various others are now trying to retrieve it. What Charles H. Cooley 
called a “heavy fall of commercialism” had not covered the arts colleges 
with a blanket of business and technical courses. Departments of economics 
were not yet converted into service departments for schools of commerce. 
Their role still lay in education for citizenship and intelligent living rather 
than in trade and professional training. Student enrollment was compat 
tively small and student bodies homogeneous. The assembly belt had not 
yet become an unavoidable feature of the mechanical pattern of a deperson- 
alized process of mass education. There were still some things an educated 
person—any educated person—was supposed to know, certain intellectua! 
facilities he was supposed to have, certain moral values of which he ws 
supposed to be aware. In short, education was still broadly liberal and 1° 
tellectual, but not demoralized. 

Under such conditions the structure of an economics curriculum presente? 
no great problems. Provide courses in a few definite fields—money 4° 
banking, corporations and trusts, labor problems, public finance, statis, 
and American economic history—and you had an acceptable department 

Nor did the elementary course cause undue concern. It was based on 42 
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accepte -d body of principles and a conventional selection of topics in applied 
eco ics—though what was applied was never quite clear. Textbooks 
still h neld to the good old honest order of production, exchange, distribu- 
tion, and consumption—although they were hard put to it to find anything 
to say about consumption. A lot of young economists, who should have 
spent their spare time in familiarizing themselves with the other social 


sien nces sa social philosophy, if not in attempting a little economic think- 
ing on their own, but who were attracted by financial prospects and egged 
on ‘is y competing publishers—who also multiplied like dragons’ teeth—had 
not > got out their scissors and pastepots, to create confusion but not 
much new light. Before the flood of “modern” texts, most of which are of 
such character that whichever one you attempt to use you wish you had 
used another, there appeared several texts which were for the time and 
thin the limits of their classical frame of reference, excellent. It will be 
emembered that Taussig used Mill down to 1904, but within the next few 
years came Seager, Seligman, Fetter, the standard Ely, and in 1911 Taus- 
ae own text. Marshall, Wright, and Field’s Materials for the Study of 
Elementary Economics appeared in 1913, and solved the problem of collat- 
eral reading for some years. Economic and political events did not then 
move with the amazing speed of today. Consequently a book of readings 
was not out of date before it was off the press. Moreover, we were not then 
confronted with an embarrassing wealth of materials, topics, and problems, 
from which we now have to make selective choice and usually end by pre- 
senting altogether too many. 

Neverth neless, even in those early days, thoughtful teachers perceived 
that the problem of aim and content was far more important than concern 
ver the mechanics of classroom procedure and departmental organization 
—matters which, in my opinion, still claim entirely too much attention. 

A well-attended conference on the teaching of elementary economics was 

the University of Chicago in 1909, and was followed in 1911 by a 
arger conference on the teaching of economics in general.! Through the 
suing years, there have been occasional round table discussions in Asso- 


Wl 


‘tion meetings and sporadic minor articles in the American Economic Re- 
new and other journals. Only within the past two years, with the appoint- 
ment and organization of our present Committee, have we started a sus- 


ainec, organized frontal attack on the problems of the aims and content 
‘the teaching of economics, as well as the training of economics teachers. 
Th dere is a similar committee in the American Political Science Association. 
jur Co mmittee cannot hope to get $60,000 and have its members freed 
m ail other duties for two years. But I hope we shall proceed, on a broad 
‘, and without expecting quick conclusions or results. Specifically, I 
pe we shall not rely much on questionnaires, which tend to emphasize 
lanica] mn and which in any case can serve only as reconnaisance 
N i also be made of The Teaching of Economics in Harvard University, a report 
presen ted by he Division of Education at the request of the Department of Economics 
Larvard Studies in Education, Vol. III, 1917). This was the first, and probably also the last, 


time a department of economics ever asked a department of education for a thoroughgoing 
milque, with no punches pulled. 
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surveys, never very accurate or meaningful. We should do our own thinking 
unimpressed by precedent. 

The conclusions we arrive at and the recommendations we eventually 
make will fall short of real effectiveness if we do not betimes agree on ay 
educational philosophy. This means in effect a social philosophy. And any 
social philosophy involves human values—evaluations of ends as well as 
of the instrumentalities by which ends are realized. I realize that this state. 
ment will not please those who think that Lionel Robbins has said the lay 
word on the nature and function of economics. 

Nearly all the early discussions ran in terms of aim and content. The issue 
was between the younger men whose aim was “orientation”—though I am 
sorry to say that orientation was thought of mainly in superficial factua| 
and descriptive terms—and some of the older men, led by Professor Taylor. 
of the University of Michigan, who held to the eternal verities and the dis. 
cipline of deductive logic. Here was an incipient dichotomy which |ater 
became the price economists and the institutionalists, now represented, at 
the extremes, by such texts as Boulding’s Economic Analysis, and Economic: 
Behavior by the New York University group. Controversy over content has 
continued all these years. We seem no nearer agreement than we were in 
1912. Confusion in the world is reflected in confusion in education and 
specifically in the teaching of economics. 

There has been too little thought about the aims of the teaching of eco- 
nomics. This, I think, is due to the fact that most teachers of economics 
have never been exposed to much thought on the philosophy of education 
and consequently fail to think of their work from a functional point of view. 

The main task of our Committee is essentially job analysis. Why do we 
teach economics at all? What should be our aims in the teaching of econom- 
ics? What content, in the elementary course and in the specialized courses 
respectively, is most suitable to these aims? What function in the educa- 
tional process does the teaching of economics perform which cannot equally 
well or better be performed by some other subject? These questions cannot 
be answered until we posit for our own guidance what the main objectives 
of education in general are. 

Even if we confine our thought to higher education, it is difficult to gen- 
eralize. Are we considering the place of economics in general (that is, libera. 
education, or its place in special and semitechnical education designed to 
train experts in vocations and professions? Do we, or do we not, assume 4 
well-integrated and well-taught general course in social science—or socidl 
philosophy? In our graduate courses are we trying to train men and women 
for economic research, knowing full well that only a small minority of them 
will ever do any research to speak of, or are we trying to train them 4 
broad-minded teachers with adequate perspective on human culture an¢ 
insight into the human values which economic institutions may or may r 
serve? In considering the content and method of the elementary course, “ 
we assume, usually contrary to fact, that most of our students will go 02 © 
advanced courses, or do we realize that one course in economics is all tha! 
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most students will ever get? Do we try to force our students into some one 
srocrustean bed of approved course-content, or do we adapt our methods 
and to some extent our content to our students, according to their economic, 
social, and educational background? Are we, in short, teaching economics or 
are W we a students? The distinction is of considerable pedagogical 
signifi . There is some reason to think that every college or university 
de its own elementary course. 
[ would not push the idea of differentiation very far, however—only as an 
ation of the old and sound principle that reasoning from the known 
e unknown facilitates the learning process. I certainly do not subscribe 
‘o the idea that engineering, agricultural, commerce, and home economics 
students should respectively have courses of different basic aim and 
content. 
One other question: Do we assume that economics is the most important 
subject in the curriculum? Were we, as I think we should, to expand our 
neept of economics to include analysis of the comparative values of ends 
as well as of instrumental means, there might be some ground for this claim. 
Even so, however, we have to remember that there are other essential con- 
stituents of a liberal education and that the student’s time is limited. I 
much doubt whether the average undergraduate should take any of the 
echnical and specialized courses which fill our catalogues. I would hold 
this idea even for the undergraduates who think they want to specialize 
in economics teaching and research as a life career. 
Specialized or technical training in any of the fields of economics or any 
ther field will in a sense take care of itself. It is relatively easy to train 
erts, of whom, of course, we need great numbers. But we need philoso- 
0. No number of experts can save democracy, or make available 
us the deeper values that men live by. If we want to make freedom and 
lemocracy and ‘‘the good life” anything more than pious verbalisms, we 
must arrange our educational processes accordingly. It is not enough to pile 
p factual courses and detailed studies of technical economic instrumental- 


ities without sustained analytical thought about the ends, proximate and 
wtimate, these instrumentalities are supposed to serve. 
[ would like to develop this line of thought but have not the time. Having 


nd primarily the general introductory course or courses, I can only say 
that In my opinion a course in economics, or any other social science in the 
undergraduate area, which does not frankly and designedly bring to the 
‘nt’s attention the ethical, or value, implications of the subject matter 
t with Hamlet left out. Our textbooks and our courses load the stu- 
cent with masses of historical and descriptive material, often without con- 
sistent ‘cpl without any integrative principle of interpretation, 
and without any sustained analysis or any philosophical understanding of 
the meaning of it all. 

We ourselves—some of us, at least—have been trained by teachers who 
cried ‘normative’ economics, although normative economics is what 
ht all the time, and who refused to consider human motives be- 
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cause they held, in complete error, that we do not know anything about 
motives. So, in our own fear of “value judgments,” of “norms,” of lack of 
“objectivity,” of anything labeled “moral,” we are passing up a magnificent 
opportunity. 

For the very root meaning of “economy,” as not only the purposefy| 
management of resources but the rational choice of ends in order of their 
importance, is a meaning which can throw light on nearly every problem, 
relation, and institution of human life. 
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SOME PROBLEMS IN TEACHING 
ELEMENTARY ECONOMICS 


By W. HEweEtTT 
University of Cincinnati 


I regret the inability of Professor E. E. Hale to attend this meeting 
as Chairman of the Subcommittee on the Elementary Course. Although 
| am appearing in his place, my remarks are presented as my own re- 
sponsibility. Since returns of the excellent questionnaire prepared by 
Professor Hale are not as yet of sufficient volume to justify a prelimi- 
nary report, I have selected a few issues that I believe most pressing 
for solution and, I hope, most suitable for an open-meeting discussion. 

The current status of opinion concerning the content and method of 
presenting elementary economics reminds me of the unfortunate di- 
lemma confronting John and Kate. This unhappy couple was unable 
to achieve its objective, marriage, because Kate would not marry John 
when he was drunk and John would not marry Kate when he was sober. 
The instructor in elementary economics, faced with an equally confused 
situation growing out of conflicting objectives, too often shrinks from 
a bold resolution of his dilemma and leaves the unfortunate student 
impaled upon a multiplicity of horns. After teaching the introductory 
course for twenty-five years, I am convinced that the chronic dissatis- 
faction with the first course can be traced to three sets of “horns.” 
Stated in the form of questions, these recurring issues are: 

1. Should the first year be devoted to so-called “principles” or should 
the emphasis be placed upon institutional-descriptive material? 

2. Should the introductory course be aimed at the needs of the pro- 
spective major in economics or should the nonmajor be given primary 
consideration? 

3, Should the content of the course vary with the objectives of the 
several colleges on a typical campus, or should the same introductory 
course be given to all students? 

I realize there are many other important issues crying for discussion, 
especially in the category of classroom techniques. However, I find the 
above three practical questions confronting me year after year when 
planning the offerings of the economics department. 

} The first question is a hardy perennial, but it has become increasingly 
sistent in recent years because of the remarkable developments in 
economic theory and the glaring failure to digest, integrate, and sim- 
puly the new theory. Professor Wolfe called attention to this situation 
a his opening remarks. A few examples will establish the point. Im- 
perect competition theory may be overrated as an innovation, but its 
teavy emphasis upon the individual firm approach to price theory has 
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certainly revolutionized the teaching of that body of doctrine. The new 
has not been well integrated with the old; in most textbooks new theory 
has been forceably superimposed upon the traditional analysis. 

The rebirth and vigorous development of the general equilibrium 
theory likewise has had profound influence, especially in the theory o/ 
international trade and cycle theory. Textbooks shift from partial to 
general equilibrium and back again with the ease of the man on the 
flying trapeze. 

And finally, the Keynesian approach cast its shadow (or light if you 
so prefer) straight across the entire elementary course. Now the Key- 
nesian theory basically runs in terms of aggregates used as analytical 
tools—aggregate incomes, production, investment, population, and the 
like. I see no essential conflict, but many attempts to present both ap- 
proaches in an elementary text have been crude and confusing. 

This is not the place to discuss the fascinating task that awaits a 
modern Alfred Marshall possessing acute powers for integration, syn- 
thesis, and simplification. I am merely calling attention to the fact that 
much of the grief in teaching elementary economics today is the un- 
avoidable result of attempting to present at the introductory level a 
rapidly developing group of theories not yet digested at the stratosphere 
professional level. 

Vigorous growth in the data and problems of applied economics 
parallel the development of theory. Public finance no longer means a 
study of raising and spending government income; nonrevenue objec- 
tives of economic control and stabilization dominate thinking in this 
field. The marriage of monetary theory and public finance has con- 
ceived a growing brood of offspring—illegitimate, or the new hope of 
the race, depending upon whether you follow the thinking of Professor 
Spahr or that of Professor Hansen! Labor relations, government and 
business, the international field—in every direction one turns there have 
been sweeping developments in applied economics. 

Can the conscientious teacher give an honest training in economic 
principles and an adequate understanding of the intricate institutions 
and activities of modern economic life in one year? My answer is a fat, 
unqualified negative. And yet many of us have been unwilling to face 
the issue boldly. Texts and course content remain impaled upon the 
horns of dilemma. Each year we shut our eyes and minds, and write 
firmly for the catalogue, “This course covers economic principles and 
their application to current economic problems.” One year should be 
devoted to the principles course and a second year to economic inst- 
tutions and the problems of modern economic life—applied economics. 

If this conclusion is accepted, then which course should come first: 
My second question, “Should the introductory course be aimed at the 
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needs of prospective majors in economics or should the nonmajors be 
given primary consideration,” covers this point. In the College of Lib- 
eral Arts at the University of Cincinnati, only one in five students elect- 
‘ng Economics I subsequently take a second course. In fact 50 per cent 
of the students in the present group are juniors and seniors. How should 
this situation influence our selection of course content? If the first 
course is concerned with principles, then about 80 per cent of our stu- 
dents will never study such issues as the C.I.O. versus the A.F.L., the 
‘ncome tax versus the sales tax, the regulation of public utilities, and 
the problems of unemployment and social security. On the other hand, 
{ one accepts preparation for citizenship as the chief objective and gives 
~urrent economic problems the center of the stage, then, in my opinion, 


. he must surrender the basic function of economic science; namely, the 
| study of the economic process as a whole. The latter step I refuse to 
4 take. In later years the student will accumulate considerable informa- 
n- tion on labor relations, taxes, and social security, both from the news 
at and from daily working experience. But the student who graduates 
»- without good training in the fundamental principles of economics will 
4 never again come into contact with economic science. I believe it is my 
re responsibility as an economist to make certain that the student who 
faces me only once in the classroom will carry away the best training 
ics in the principles of economics that it is within my powers to supply. I 
a cannot do that and make him a generally informed citizen in one year. 
oC I will have several chances to work on the student who majors in eco- 
his nomics, but for the nonmajor, Economics I is my only chance. I do not 
on- intend to throw that chance away. 
of Now my third and last question, “Should the content of the first 
sor urse vary with the objectives of the several colleges on a typical col- 
nd ege campus?” To analyze this question we must distinguish between a 
ave shift in emphasis and a change in substance. In the Commerce College 
at Cincinnati, for example, the course in elementary economics is given 
mic inthe second year. It is preceded by a year’s work in accounting and is 
ons ‘ollowed by a number of required courses such as money and banking, 
flat, ‘orporate finance, and labor problems given in the last two years. 
Face Clearly this array of work, required of all students, must be taken into 
the consideration in the teaching of elementary economics. The coverage of 
-rite subject matter is, in substance, identical with the Liberal Arts intro- 
and “uctory course, but the emphasis is correctly quite different. Some 
1 be ‘opics are expanded while others are contracted, both in assigned read- 
nsti- ng and time allotted in the classroom. While I am without personal 
nics. “perience in other types of professional schools, I would expect this 
first? “rt ot adjustment in emphasis would not be uncommon. 
t the ‘uostantive changes in content are quite another matter. The en- 
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gineering college may introduce extended material on business manage. 
ment, industrial integration, and government regulation of industry 
while all but very elementary price and distribution theory may \. 
omitted. Teachers’ colleges frequently give a course that could bette; 
be called “economic problems of the citizen” and courses in schools oj 
household administration may be heavily weighted with marketing and 
consumer problems. I agree with Professor Wolfe that such differentia. 
tion is a serious mistake. A study of economic principles should be par: 
of the education of every student, irrespective of the college in which h: 
is enrolled. Any special requirements arising out of professional objec. 
tives should be satisfied in other courses designed for such objectives, 

I am sure there will be wide differences of opinion on each of the 
questions I have raised in this brief paper. While my own convictions 
are strong, I freely admit there is much to be said on each side of ali 
three issues. My plea is that we cease straddling and make definite de- 
cisions one way or the other. Having unbounding faith in the impor. 
tance of sound education in economic principles, I believe two years 
should be required of all college students. In closing, may I urge you 
to give your best thought to the questionnaires you have received and 
return them promptly to Professor Horace Taylor at Columbia Uni- 
versity. From the wide experience of our membership we should be able 
to reach conclusions of practical value and improve the teaching of 
economics in the chaotic years that are ahead. 


DISCUSSION 


Mary JEAN Bowman: In his emphasis on course content, I am heartily 


er accord with Professor Hewett’s approach. Also the three major questions 
of .t he poses are certainly critical ones. However, I find that to present 
nd ‘hese as central issues is relatively sterile. Taking a different starting point, 
ia- therefore, I shall incidentally indicate my conclusions—or opinions—with 
art respect to his three questions. I should like to state at the beginning that 
‘n my attempts to condense this discussion have inevitably led to a rather 
" iogmatic statement of some points at which I am less certain than might 
tag It seems to me that there are four questions that must be answered as a 
ine for evaluating the problems and possibilities in introductory teaching. 
ons onsider them in turn: 

all The first question is: What are the chief purposes served by economics as 
de- i of knowledge and of study? 

or this point I believe we would find a near-universal agreement by 
“Ars members of the profession; i.e., that economics is primarily a social study, 
vou the importance of which derives from the contribution it can make to the 
- ling and solution of social problems. This implies that training 
Ta! economics is first and foremost training for citizenship, whether that 
‘ble tizenship is to be exercised professionally or on a lay level. It implies also 


siness training, for private profit making, must be distinguished 
ning in general—or should we say in social—economics. Business 
jomics cannot in any sense be substituted for general economics, or 
vice versa, however much the subject matter of the two may overlap. 
ther purpose of the study of economics might be mentioned; i.e., 
training in scientific discipline, in a field in which many persons begin with 
.| preconceptions and in which laboratory techniques are not avail- 
h training is accomplished only when the students become aware 
character and limitations of the methods of economic analysis. As an 
purpose I consider this decidedly minor. However, as I shall attempt 
w later, I believe it to be an indispensable prerequisite to the ac- 
nt of the citizenship purpose. 


n these answers to my first question follows my second: What are 


‘ne Ways in which “theoretical” and “institutional” knowledge contribute 
tne formulation of public policy? 
‘n answering this question it is necessary to distinguish between the de- 


‘aued factual information needed in a particular case and the basic tech- 
ugques and tools available for meeting problems. It must be evident that 
urse or series of courses in economics can provide the mass of detail 
i be needed in dealing with all-important current economic prob- 
t to mention problems that will arise in the future. I assume, 
that even the most “institutional” economist will make no such 
‘tempt. This question then takes the form: What kinds of background are 
proviced by economic knowledge as the foundation from which each par- 
“cular concrete problem—broad or narrow—may be approached? 


a 
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Economists in America have gone through a period of struggle betwee 
the so-called “institutional” and the “theoretical” schools; but despite ap 
occasional flare-up here and there, this polarization of attitudes has largely 
disappeared among the advance guard of the profession. It remains to harass 
us at the level of introductory teaching for a number of reasons—some oj 
them indicated by Professor Hewett. However, I am convinced that eve; 
at this level the apparent conflict is largely due to misconceptions concerp. 
ing the character of each approach to economic problems. Theoretica! 
analysis contributes to the understanding of the operation of the economy 
only insofar as its models approximate significant aspects of concrete r.. 
ality; that is, of the operation of economic institutions here and now, (); 
the other hand, a detailed descriptive analysis has no carry-over from one 
problem to another and even the most extreme “‘institutionalist” mus 
distill out significant elements from the infinite detail of economic |ife. 
Only thus can the human mind attain to any comprehension, and only thus 
can institutional analysis make any contributions to policy formation le- 
yond ad hoc decisions. Such distillation means the creation of models that 
are, at the least, theory in embryo. Thus theory put to work for the under- 
standing of the economy approaches institutionalism, and institutionalism 
put to work contributes to the theoretical tool chest. We then find ourselves 
arguing about inductive versus deductive theory, and our basic problem 
is laid out clearly before us; i.e., the integration of the two. Both together 
contribute to the formulation of public policy through the understanding 
of economic processes and of the kinds of developments that may be latent 
in given problem situations. 

Theory contributes also in quite another way. It assists in the more 
precise defining of social norms, such as the maximization of production 
and the attainment of an optimum allocation of resources. It thus provides 
guidelines for the development of policy measures. This is a fact too little 
recognized. I am sure that the most vociferous exponents of traditional 
institutionalism would say that in taking this position I was merely emitting 
a few last defensive gasps on behalf of the dying body of Marshallian ec- 
nomics. Others will accuse me of making value judgments, thus forsakin 
objectivity. I deny both these charges, but time prevents me from gol 
into the evidence for my case. 

My third question is this: What are the major resistances of new students 
to the acquiring of economic tools for use in the exercise of citizenship’ — 

The answers to this question will vary in emphasis with the backgrouné 
of the student body involved. Nevertheless, I suspect that my experience 
has been commonly repeated in the experience of other teachers. | have 
found resistances to the acceptance of a basically social point of view, an 
to the development of a sense of social responsibility. At the same "ms, 
many students are quite unprepared to recognize validity or objectivity ™ 
any tools of analysis applied in an area of study in which controlled expe 
mentation in the pattern of the natural sciences is unattainable. This 8 
aggravated by the fact that economists frequently put forth ideas that con- 
flict with students’ preconceptions (a difficulty particularly importa! 
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mong men whose economic preconceptions are generally the more fully 
jeveloped). And students may quite reasonably distrust us on the grounds 
; our patent failure to solve many of the contemporary economic ills of 
the soc iety— particularly that of employment. In all of these resistances the 
+ydents reflect the adult communities from which they come; much of the 


siu 


resistance is subconscious, taking the form of a blocking of the mind to open 
examination of the materials presented in text or classroom. In addition, 
student resistance sometimes covers an unconscious (or even a conscious) 
secognition of the inconsistencies and the fuzziness in the course content, 


‘ our failure to bring out the “‘so what” of a considerable section of the 
rse. Such resistances can frequently be distinguished quite readily from 
the other types, and they are a clear indication that something is seriously 
wrong with the teachers or the state of economic thought as a whole. 

ing now to our final question, we may ask: How can students best 
be taught the most basic tools of economics and how to apply them? 

o my opinion the following must be done: 

The normative setting in which economic analysis comes to be used 
in practice must be discussed. Properly handled such a discussion will con- 
tribute to the social interest of the student, to his understanding of some of 
the methods of economics, and to his appreciation of the value of economic 


). The selection of tools to be taught in the first year must be such as to 
give students a broad idea of the range of theoretical models and other 
techniques available in the study of economic problems. 

}. These tools must be applied in examples that are of central importance, 
and the applicability of different types of tools to different types ot prob- 
lems must be analyzed to some extent. 

4. Students must be shown the basic limitations of economic analysis at 
the present time, and this must be done through current illustration. This 
procedure will involve some consideration of the reason for the inadequacy 
—whether it may be regarded primarily as due to immaturity in the field of 
economics itself, or to the relative magnitude in the problem of factors best 
analyzed from a background in some other aspect of social science; e.g., 

or sociology. 
a¢ normative as contrasted with the descriptive and explanatory 
uses of economic theory in policy making must be brought out by illustra- 


‘ng back now to Professor Hewett’s paper. He has presented the 
teaching of principles versus the teaching of institutional materials as the 
horns of a dilemma. I would argue that neither horn is tenable and that 
anyone who attempts to make sucha choice will indeed become impaled in a 
Most uncomfortable position, one from which he is pow erless to do anything 


unless the student has some practice in their application. This can be ac- 
1 only as the gap between the institutional and the theoretical 


aether the introductory course should be aimed primarily at 
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majors or nonmajors, I am unconcerned. For one thing, who will be a majo, 
frequently depends in considerable measure on reactions to the introdye. 
tory course. More important, I would teach the two groups essentially the 
same course even if they could be definitely segregated. Even for that smai) 
minority of majors that might take to a highly abstract, deductive analysis 
in the introductory course, I believe some antidote that will force attentio, 
to the relation between theory and policy is highly desirable. 

I am substantially in accord with Professors Wolfe and Hewett in thei; 
position concerning the teaching of general economics in the professiong| 
schools. 

What, then, are the major problems confronting us in the teaching of 
introductory economics? I submit that they are identical with the basic 
problems confronting economists at more advanced levels in the integration 
of their thinking and the filling in of gaps. At least two weddings are called 
for before introductory teaching can be satisfactory. These are: a marriage 
of deductive and inductive generalization and a marriage of the insights 
provided by static value-distribution theory and the insights provided in 
the analysis of business fluctuations and levels of employment. The firs: 
pair have progressed to the point of becoming engaged, but between the 
second pair there are few signs that even a courtship has commenced, Per- 
haps the Stockholm school will prove to be the matchmaker. Perhaps the 
answer lies in the development of the analysis of uncertainty, where Profes- 
sor Hart sees so much hope. Certainly a gap exists today that seriously 
hampers the effective teaching of introductory economics. 

It is unfortunate that so few of the leading lights in economics in this 
country have taken any interest in the problems of introductory instruc- 
tion. I do not have time here to go into a consideration of some of the 
reasons for the contrast between European and American scholars in this 
respect. However, in view of the kinds of problems that are most urgent in 
the teaching of introductory economics today, it is certainly desirable that 
the best minds in the profession should be brought to bear on the problems 
of the introductory course. 


JosePH J. SPENGLER: In the time at my disposal I cannot add much to 
what has been said, nor can I give as much precision and body to my tt 
marks as I should like. If you will allow me to indulge in hyperbole, | can 
suggest how our curricula have become what they are. The usual under- 
graduate economics and business curriculum—and the usual college cur- 
riculum for that matter—is remindful of a cumbersome and slum-ridden 
city. In considerable measure both are the products of conflicting special 
interests which, having given rise to a large amount of planlessness, 105s 
upon freezing the ugly and asymmetrical structure that results. To | 
lustrate: Suppose that someone writes a doctoral dissertation on marketing 
falcons in Laputa. The probability is greater than small that 2 textbook 
and a course will come of it. Suppose they do. An economist, situate 
another institution and desirous of that honorific distinction which 
ferentiation yields these days, discovers this textbook, introduces a cou’ 
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based upon it, and, after having added some pedestrian matter on jackdaw 
j istribut tion in Laputa, transmutes his class notes into a textbook. We now 
have two courses and two textbooks; whence the publishers become alert. 
And so the course spreads in the manner of a worm-snake over the whole 
collegiate terrain, ever and anon begetting yet more textbooks, until it has 
become inextricably wedged in both the curricular and the publishing 
- rds. And there it remains; for like the evil king of old, a useless course 
seems 

Laputan economic life evolve and spread in like wise. Soon there can be 
found everywhere an amalgam of offerings sufficiently slodgy and sufficiently 
unrelated to the real and lifelong needs of the student to bear many of the 
earmarks of some of our curricula. I exaggerate of course; yet my remarks 
do not wholly misrepresent what takes place. 

Curricula become the shapeless things they are because they are not 
permeated by a unifying principle, and because their construction is not 
dominated by a unifying mind or by a unifying scheme of values. Their 
shapelessness but reflects the incoherence and directionlessness which striate 
the contemporary value and cultural scheme. For when men do not know 
what they want, and when “futilitarians” consider any one course to be as 
good as any other, every man becomes his own course maker, and chaos 


posed, or s ubscribed to; it follows, rather, that we must discover the unity 
that exists even in present-day diversity and allow this unity to infuse our 
curricula. 

Let us suppose that we have discovered unifying elements in terms of 
wich we would construct a satisfactory curriculum. We must then formu- 
late the total objective of the four-year undergraduate college program 
and, given this objective, so distribute the fixed quantum of resources at the 
disposal of the student—about 120 semester hours—in accordance with the 


marginal principle as to maximize the degree to which this objective may 
be realized. Suppose we define the objective—as we may Safely do for stu- 
jents other than those whose purpose is immediately and predominately 


vocational in character—to be a rough conversancy with the content of 
ae thereby limit to a maximum of 30 to 40 semester 


e of class sifying the body of fundamental economic knowledge and of 

—_ presentation in such manner as to communicate it to those 
rho a re capable of comprehending it. Our problem is both surgical 
and dietetic in character: we must eliminate those barrels of lather which 


“4 


masquerade a s courses and at the same time build up the solid and real con- 
tent of courses indicated for retention. 

Suppose we are allowed 30 semester hours for the communication of the 

f economic knowledge. How may we proceed? I cannot answer this 


uestion fully, but I can suggest how one might answer it effectively. Three 
“ours ought to be set aside for accounting and 3 for statistics, for students 
“uu.c Enow the grammar of business and the quantitative instruments of 
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economics; and they can get a fair grasp of these matters if the two courses 
in question are efficiently constituted, and if the students themselves are 
aware of the overwhelming role of number in human affairs. 

The body of economic knowledge proper must be compressed, through 
compactness of treatment and through minimization of duplication, into 
the 24 semester hours that remain. This may be accomplished in sever] 
ways. For example, the amount of time devoted to certain components of 
the 6-hour introductory course (e.g., marginal analysis, combination of 
factors, distributive “‘shares,” ‘‘orientation”) may be reduced so that the 
student may get from the elementary course subject matter (e.g., on the 
location of economic activities, the role of the corporation, etc.) which he 
now gets in advanced courses. If such an arrangement is put into effect, 
9 hours should suffice for advanced instruction in marginal analysis, price 
theory and practice, money and banking theory and practice, determinants 
of levels of economic activity, fiscal theory and practice, labor and related 
problems, the pure theory of economic organization, the economic functions 
of the state, and “economic systems.” In the fourth year 6 hours should be 
devoted to economic history and institutional analysis: here there should be 
emphasis upon (among other things) such matters as economic growth and 
form, economic patterns, elements making for variability and elements 
making for constancy in economic affairs, the place of accident and the role 
of the individual in economic activity and development, the workings of 
economic ideas and principles in the stream of history. Finally, a 3-hour 
residual course may be set aside for the consideration of matters which, 
although of contemporary significance, are not adequately dealt with else- 
where in the program. 

Curricular changes cannot, of course, render the method of approach 
unimportant. It is essential that the interconnectedness of economic subject 
matter, together with the interconnections obtaining between economic 
and noneconomic matter, always be stressed; for if this is done a consider- 
able synthesis of subject matter—so important in this age of decomposin 
specialization—can be achieved. In all courses full use should be made « 
the analytical tools and the apparatus of thought initially introduced in th 
elementary and in the instrumental courses. The administrative implemen- 
tation of economic principles should always be striven after; for then the 
student will acquire a feel for translating abstract principles into action. 
Most important of all, the student must be made adept in the use of eco- 
nomic materials and sources of economic information and thereby fitted 
to continue the education of himself. 

Specialized work leading to a degree in business administration may be 
dealt with along the lines already indicated. ( I do not refer here to the body 
of technical training required for such a professional degree as the C.P.A.; 
this training should be adequately supplemented by courses such as I have 
described.) It is preferable that intensive training in business administration 
be sought at the master’s level. But for many this is not feasible. It 1s de- 
sirable, therefore, that the entire content of present-day undergraduate 
business administration courses be compressed into three categories” 
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production and managerial problems, marketing and pricing problems, and 
snancial problems—and communicated to students in 9 to 12 hours, in part 
through use of the problem method. If this arrangement is introduced, 
chaff courses can be done away with and the business administration major 
can concentrate upon about 30 hours of significant subject matter in ad- 
dition to that relating to business administration; should he need 9 instead 
of 3 hours of accounting, this need may readily be accommodated. 

Because their main interests lie elsewhere, many college undergraduates 
cannot devote 30 hours to economic subjects; yet they need a reasonably 
rounded training in economics. These students should not be admitted into 
the elementary course if a more satisfactory alternative can be provided. 
Preferably, there should be provided for these students at the junior-senior 
level a 6- to 9-hour course (9 hours if at all possible) designed especially to 
meet their needs; into this course there should be compressed as much 
significant economic material as can be gotten into 6 to 9 hours. 

It may be objected that many students are incapable of undergoing so 
intensive a regime of economic study as the program outlined contemplates. 
This objection has merit; but it constitutes no defense of shoddy, present- 
day curricula. For students of limited competence—and of these there ap- 
pear to be a considerable number—there may be established a simple 6-hour 
course suited to inculcate economic common sense, economic rules of 
thumb, and economic moral principles. It would be the function of such a 
course to provide instruction and training intended to make for economic 
eficiency and for economic and communal order and continuity—in short, 
to fit the student for co-operative life in the economic community. 
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PROCEEDINGS OF THE AMERICAN ECONOMIC ASSOCIATION 
ANNUAL BUSINESS MEETING, JANUARY 26, 1946, 
HOTEL CLEVELAND, CLEVELAND, OHIO 


The business session of the 58th Annual Meeting of the American Eco- 
nomic Association was held at Hotel Cleveland, Cleveland, January 26, 
1046, at 5:00 p.m, President Sharfman presiding. 

President Sharfman reviewed the circumstances under which improvised 
business meetings had been held since 1941 when the last formal meeting, 
national in character, was held in New York City and called for a vote rati- 
fying the actions taken by the Executive Committee during this interval. 
Action was taken to this effect by approving the minutes as printed in the 
Proceedings of 1942, 1943, and 1944, 

The Secretary-Treasurer (J. W. Bell) presented highlights of the Associa- 
tion’s activities—covering the events of the past four years—in a report on 
‘Where the Association Stands.” A fuller treatment of thes2 activities may 
be found in the following reports printed in these Proceedings: 

Report of the Secretary, page 870. 

Report of the Treasurer, page 887. 

Report of the Finance Committee, page 890. 

Report of the Auditor, page 895. 

Report of the President and Secretary on Long-run Financial Policy of 

the Association, page 892. 

“What the Review Aims to Be” was the subject of Professor Homan’s 
liscussion of the editorial problems and policies of the American Economic 
Review. The Managing Editor’s report and budget for 1946 are printed in 
the present volume, pages 900-903. 

In the absence of E. G. Nourse, Chairman of the Special Committee on 
Honorary Members—Foreign, J. W. Bell discussed the Association’s policy 
concerning the selection of this class of members and submitted the Com- 
ittee report. (See page 908.) 

The report of the Committee on Honors and Awards to American Econo- 
sts, submitted by S. H. Slichter, may be found in these Proceedings, 


Other reports referred to and which are printed in the Proceedings are 


Report of the Subcommittee on Book Reviews (H. S. Ellis, Chairman), 
page 904, 

Report of the General Committee on Republications (H. S. Ellis, Chair- 
man), page 907. 

Report of the Committee on Economists in the Public Service (M. A. 
Copeland, Chairman), page 911. 

Progress Report on Source Book of Economic Statistics (M. A. Copeland, 
Chairman), page 934. 

Final Report of the Committee on Development of Economic Thinking 

_and Information (J. J. Spengler, Chairman), page 922. 

Aeport of the Committee on Research (S. E. Leland, Chairman), page 918. 


Report of the Subcommittee on Consensus (C. D. Edwards, Chairman), 
page 832. 
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Report of the Committee on Undergraduate Teaching of Economics ang 
the Training of Economists (Horace Taylor, Chairman), page 937, 

Social Science Research Council (J. J. Spengler), page 944, 

American Council of Learned Societies (F. H. Knight), page 947. 

National Bureau of Economic Research (D. H. Wallace), page 945. 

The results of the mail ballot for the election of officers and of the refer. 
endum on the Association’s representatives to the learned councils and the 
National Bureau of Economic Research were reported by J. D. Brown. 
Chairman of the Nominating Committee. President-elect E. A. Golden. 
weiser was introduced and he graciously responded with a few appropriate 
remarks. 

The certification of election by the Secretary follows: 

In accordance with the bylaws on election procedure, I hereby ay the results of the recent 


balloting, and present the reports of the Nominating Committee and the Committee on Elec- 
tions. 

The Nominating Committee, consisting of J. Douglas Brown, Princeton University, Chair- 
man, Milton Gilbert, Bureau of Foreign and Domestic Commerce, Bernard F. Haley, Stanford 
University, Ben W. Lewis, Oberlin College, Mabel Newcomer, Vassar College, and George W. 
Stocking, University of Texas, presented to the Secretary the list of nominees for the respec- 
tive offices: 


For President For Executive Committee 
Emanuel A. Goldenweiser J. Frederic Dewhurst 
For Vice-Presidents Seymour E. Harris 
Carter Goodrich Theodore J. Kreps 
Simon Kuznets Clair Wilcox 
Edward S. Mason For Social Science Research Council 
Edwin E. Witte Representative 


Norman S. Buchanan 
Ralph A. Young 


The Committee on Elections (John K. Langum, Chairman, Henry B. Arthur, and James 
Washington Bell) prepared biographical sketches of the candidates and ballots were distrib- 
uted early in December. The canvass of ballots was made on January 18, and the results were 
filed with the Secretary. 

From the report of the Committee on Elections, I have the following information: 

Number of envelopes without names for identification 8 
Number received too late to count 79 
Number of defective ballots 


Number of legal ballots 1,331 
Number of returns from the mail ballot 1,418 


On the basis of the canvass of the votes cast, I certify that the following persons have been 
duly elected to the respective offices: 
President (for a term of one year) 
Emanuel A. Goldenweiser 
Vice-Presidents (for a term of one year) 
Carter Goodrich 
Simon Kuznets 
Members of the Executive Committee (for a term of three years) 
Seymour E. Harris 
Clair Wilcox 
Representative to the Social Science Research Council (for a term of three years 
Norman S. Buchanan 
The results of the referendum for changing the procedure for selecting council represen’a0"e 
were as follows: 
For 780 
Against 242 
James WasurncTon BELL, Serdar) 
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President Sharfman announced the deaths during the past year of two 
past presidents of the Association and memorials were read on John Rogers 
Con :mons, by Selig Perlman (read by Philip Taft), and on Edwin Walker 
Kemmerer, by S. E. Howard. After the reading of each memorial, it was 
opted by a rising vote and ordered to be spread upon the record! and sent 
> the family and institution of the person memorialized. 
"Dr. A. R. Upgren reported for the Committee on Resolutions as follows: 
Wuereas, The members of the American Economic Association, meeting 
n the fifty-eighth annual session, January 24-27, 1946, in Cleveland, Ohio, 
meeting under the happier conditions of a convention-in-person instead of 
a convention-in-print, desire to record their gratitude for the services of 
those who have contributed to the success of the meetings; therefore, be it 
Saal ved, That the Secretary be instructed to extend the sincere thanks 
of the members of the Association to President I. L. Sharfman, and those 
upon whom he called for assistance, for the very interesting program, and 
to all participants for their co-operative assistance; and be it further 
Resolved, That we extend thanks to the officers and members of the several 
associations concurrently meeting for the opportunity to share in their in- 
teresting programs; and be it further 
Resolved, That we extend thanks to Daniel A. Hill and Robert L. Davison, 
of the Ohio Public Service Company, and Russell Weisman for their help 
in m aking the local arrangements for the meetings; and be it further 
Resolved, That we extend to the management and employees of Hotel 
Cleveland and of the Cleveland Convention and Visitors’ Bureau our appre- 
ciation of their services during the meetings. 
ARTHUR R. UPGREN, Chairman 
ARTHUR BuRNS 
J. MARVIN PETERSON 
THEODORE O. YNTEMA 
Adjourned. 


ed in the September, 1945, and the March, 1946, numbers, respectively, of the 
conomic Review. 
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REPORT OF THE SECRETARY FOR THE YEAR 1945 


The following report includes minutes of the Executive Committee, to. 
gether with brief comments on some of the activities and operations of the 


Association during the past year. 
1. Minutes of the second meeting of the 1945 Executive Committee: 


The second meeting of the 1945 Executive Committee was held at Princeton Inn, Princeton 
New Jersey, April 19-20, 1945. The meeting was called at noon and was continued throughou 
the afternoon and evening of the 19th and morning and afternoon of the 20th, adjourning at 
3:45 p.m. on the latter date. The following were present: President Sharfman, presiding, 
Bell, Burns, Davis, Edwards, Ellis, Fetter, Groves, Machlup, Nourse, Shoup, and Taylor anc. 
by invitation, Knight, Leland, and Spengler. Messrs. Schultz and Wolfe were absent. 

1. Minutes of Meetings of February 1-2, 1945. The minutes of the second and third meetings 
of the 1944 Executive Committee and the first of the 1945 Committee were approved as set in 
galley proof with minor emendations; viz., indicating a separate, namely, the first, meeting of 
the 1945 Executive Committee upon President Sharfman assuming the chair; the inclusion of 
J. W. Bell as member of the Finance Committee; and an alteration concerning the minutes on 
the Hartkemeier-Homan matter. 

2. Publication Reports. 

a. March Review (Frits Machlup). Professor Machlup commented on the contents of the 
March Review, and indicated that the cost of this issue would exceed one-quarter of the annual 
budget, owing chiefly to the increased number of copies printed. He read a letter from A. G 
Hart concerning the Editorial Board and the function of its members. It was suggested that 
meeting of the Board be held, but Dr. Machlup indicated that he did not feel the need of such 
a meeting now, especially in view of the prospective early return of Professor Homan. 

b. 1945 Proceedings (J. W. Bell). Professor Bell reported informally on the contents and 
make-up of the Proceedings and explained the reasons why the Proceedings must appear this 
year as a separate issue in May rather than as an accompanying volume to the March or to 
the June issue of the Review. 

3. Reports of Continuing Committees. : 

a. Economists in the Public Service (M.A. Copeland). A wire was received from Dr. Copeland 
to the effect that he was still trying to clear information with Commissioner Flemming of the 
United States Civil Service. Professor Nourse remarked that the Public Administration Com- 
mittee of S.S.R.C. (Professor Short’s report) had received a request from Commissioner 
Flemming that a counseling committee be appointed to discuss with the civil service repre- 
sentatives ways and means of improving standards of social scientists in the public service. _ 

b. Honors and Awards (S. H. Slichter). A \etter from Professor Slichter, Chairman, indicated 
that little further progress had been made and the Committee was continued with the expec- 
tation a report would be forthcoming at the next meeting of the Executive Committee. — 

c. Teaching of Economics (Horace Taylor). The consideration of this report was postpones to 

Friday when a report was received from Professor Taylor, indicating that the roster of mem- 
bers of the subcommittees had been completed and that procedures for their operations had 
been set up. A budget of financial needs called for at our last meeting was not forthcoming but 
it was indicated that such a budget proposal would soon be made. It was voted to accept with 
appreciation the report of the work done by this Committee. 

4. Reports of New Subcommittees of Executive Committee. : —_ 

a. Honorary Members—Foreign (E. G. Nourse). Professor Nourse submitted a mene po 

report, supplementing the report made at our February meeting and published in the Ms) 
Proceedings. It was voted to adopt and publish the report as amended. ad 
b. Book Reviews (H. S. Ellis). Professor Ellis submitted a report, together with a crait 0 
a to reviewers. In connection with the discussion of this report, Professor Maciup 
read a critical letter from Herbert Feis. . seh thd 
It was voted to adopt the report as amended and the Committee was continued with 
request that further suggestions be submitted at the next meeting. __ ncsacll 
c. Research (H. M. Groves). Professor Groves reviewed the recent history of the - o 
tion’s activities in setting up a Committee on , indicated what might be cone,» 
expressed grounds for skepticism concerning fruitful results. — 
After a protracted discussion of Professor two exploratory 
set up: one, a standing committee on economic r and the other, a specia “The act 
committee on the contemporary development of economic thought and information. 
covering these matters follows: the Soc 
It was voted that the representatives of the American Economic Association 0D ‘ie © 
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Science Research Council and the National Bureau of Economic Research constitute hereafter 
4 standing Committee on Economic Research; that its duties be: (1) to co-operate with the 
Social Science Research Council and other associations in promoting economic research; (2) 


> to discover or develop new promising research projects and seek ways and means of securing 
he §nancial support for such projects; (3) to make suggestions of ways and means of improving 
economic research; that the President of the Association designate a chairman from among the 
members of this Committee; and that the Committee have the privilege of increasing its mem- 
bership by not more than three additional members. Professor S. E. Leland was appointed 
- Chairman of this Committee, the other members being E. G. Nourse, J. J. Spengler, and D. H. 
The following resolution was adopted: 
= That the project for periodic reports on the development of economic ideas and data be re- 
~*~ zarded as separate from any general exploration of research problems; that as a first step in 
a this project a volume be prepared, summarizing the development of economic thinking and 
= information since 1939, this volume being regarded as an experiment in a technique which 
ung might be used for subsequent similar wellatie reports; that a committee be appointed to formu- 
: Ss late a plan for this volume—that is, to determine its scope and timing and make recommenda- 
be tions as to its editor; that the President be empowered to approve the proposal, to appoint 
4 the editor, and to delegate to him full charge of the preparation of the volume; that upon the 
. appointment of the editor, the committee become an advisory committee to him and that the 
ost of the project to the Association shal] not exceed $5,000. To develop the project authorized 
F the by this resolution, President Sharfman appointed a committee consisting of J. J. Spengler, 
onl Chairman, C. D. Edwards, and E. M. Burns, with other names to be added if enlargement of 
" G. the committee is deemed to be desirable. 
Ae d. Committee on Consensus Reports. A tentative agenda for the subcommittee submitted by 
pa Professor Edwards was received, and it was voted to authorize the appointment of additional 
= ad hoc committees to continue the experiment on consensus reports, provided, however, that 
onl such ad hoc committees receive the approval of the President. 
» this 5. Report of Nominating Committee. 
pa: a. Nominations for 1946. After dinner the members of the Executive Committee and the 
“4 Nominating Committee reconvened as an Electoral College to consider the panel of names sub- 
mtted by the Nominating Committee for president for the year 1946. There were present the 
und members of the Executive Committee and the following members of the Nominating Commit- 
of the tee: J D. Brown, Milton Gilbert, B. F. Haley, B. W. Lewis, and G. W. Stocking. (Mabel 
Newcomer absent.) 
es ». Methods of Selecting Representatives on Councils. The President and Secretary were au- 
rene norized to formulate necessary amendments to the Charter and Bylaws of the Association so 


es as to permit the nomination of our representatives to the Councils (S.S.R.C. and A.C.L.S.) 
atall nal Bureau of Economic Research by the Electoral College in the same manner 
e president is now nominated. A revision of Article III, Section 2, which would effect 
ge was submitted for the consideration of the Executive Committee. 
In the course of the discussion it appeared to be the consensus that the Council representa- 
tives should be excluded from the list of elective offices altogether, and the President and Sec- 
' tructed to prepare appropriate amendments to submit to a vote of the member- 
1 the next mail election ballots. (This involves a slight change in Article III, Section 1, 
cating from the officers who shall be elective officers “three representatives on the Social 


nce Research Council and two representatives on the American Council of Learned So- 
[t also involves a change in Article III, Section 2, to indicate that these representatives 
ve selected by the Electoral College.) 


». Veisderation and Action of Electoral College. The panel of names submitted by the Nomi- 
sung Committee for the office of president was discussed and the nomination for president was 


Vuestionnaire on Association Plans for 1945. 
__&. Character of Meeting (J. W. Bell). Professor Bell summarized the results of the first 
OY quest 's received in answer to I. L. Sharfman’s circular concerning those questions 
‘aung with the place, time, and character of meeting for 1945. 

-haracier of Program (I. L. Sharfman). The balance of the session was devoted to a dis- 


sion of Pr 


lone, Professor Sharfman’s report on the character of the annua! program and the sug- 
as waich were made on the basis of his analysis of the questionnaires. 
tees Wet Proposals for Meeting and Program. President Sharfman submitted a memoran- 


e proposals for the 1945 meeting and pro which involved the preparation 
*ahona. meeting of the customary character, to be held at a time and place to be subse- 
y Cetermined, either during the Christmas holidays of 1945 or shortly after January 15, 
‘such a meeting should prove to be in conflict with governmental policy, a meeting, 
y in Washington, would be held on substantially the same restricted basis as the 1943 


e-point 

jraft of 

fachiup 
with thé 
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meeting and the meeting planned for 1944. Failing to receive governmental approval for such 
a plan, the meeting for 1945 will be canceled altogether and the prepared program will be pub- 
lished as a volume of the Papers and Proceedings. 

Authority to schedule such a meeting, including authority to cancel, was left with the Presi. 
dent and Secretary but with the understanding that a mail vote of the Executive Committee 
may be taken or an additional meeting of the Executive Committee be called if matters emerge 
for peer that are deemed by them to be of such character as to render such action necessary 
or desirable. 

Professor Sharfman’s tentative proposals with respect to the character of the program and 
its content were discussed and favorably received. Members of the Executive Committee are 
expected to communicate suggestions to Sharfman, both with respect to program topics and 
to appropriate personnel. 

9. Miscellaneous Items. 

a. Committee on Consumption Economics. It was voted to defer consideration of establishing 
a committee on consumption economics. 

b. Committee on Economists vis-d-vis the Public Service. No action was taken on the subject 
of economists vis-a-vis the public service, but it was suggested that this matter could best be 
considered after receiving the forthcoming report of the Committee on Economists in the 
Public Service. 

c. Description of Field of Economics. The problem of classification of fields of economics 
is under continuous study both in the office of the Editor and of the Secretary. Before a com- 
prehensive revision of our directory is contemplated, it is desirable to reach an ment on an 
improved revision of our classification. Any suggestions of improvement should be directed to 
J. W. Bell or Fritz Machlup. 

Drafts of a description of the field of economics and of the profession of economist were 
presented by J. W. Bell, with the request that these drafts—themselves being the product of 
suggestions made to the office of the National Roster—be reviewed before being resubmitted 
to the director of the National Roster, George A. Works. This task was assigned to Frank W. 
Fetter, who was asked to consult with J. W. Bell, H. S. Ellis, F. Machlup, and others in per- 
forming this task. Whatever result materializes from this co-operative effort must not be 
construed as an official product of the Association. 

d. Directory of Names and Addresses. No action was taken on the item of directory of names 
and addresses. 

e. Expenses of Representatives on Councils. It was voted to authorize expenses of al! members 
attending this meeting and to approve inviting and paying the expenses of one representative 
from each Council at the regular spring meeting of the Executive Committee. 

f. Additional Meetings of Executive Committee. The President was left with power to call 
additional meetings of the Executive Committee. 

10. New Business. 

a. Joint Commitiee on the Dewhurst Proposal. It was voted to co-operate in the appoint: 
ment of a joint committee of the A.E.A. and the A.S.A. to consider a proposal made by J. I. 
Dewhurst that a source book of economic statistics be prepared. This committee is to be an 
exploratory one, set up to examine the feasibility of the proposal. No financial commitments 
are involved. 

b. Financial Policy of the Association. A proposal was made that a financial! plan or long-run 
policy be prepared by the President and Secretary-Treasurer or by a special committee. Pro- 
fessor Bell reviewed the general financial policy pursued during the Association’s more recent 
history. The President and Secretary were requested to draft a memorandum dealing with the 
matter. 

c. Mailing List. Our policy with regard to the use of our mailing list was described by the 
President and the Secretary. 

d. Use of the Association’s Name. It was voted to refer to the Secretary and the Managing 
Editor the matter of ways and means to prevent the use of our Association’s name for propé- 
ganda purposes. It was suggested that a statement of the purposes of the Association as found 
in Article III of the Charter might be copied as is or rephrased and printed in whatever places 
might be most appropriate to offset any misconstruction of the character and purposes 0! the 


American Economic Association. 4 
Adj yurned. 


2. Minutes of the third meeting of the 1945 Executive Committee: 


The third meeting of the 1945 Executive Committee was held at Hotel Cleveland, Clevelane, 
Ohio, Thursday, pomeary 24, 1946. The meeting was called at 10:00 a.st. and was continue’ 
through the luncheon period and afternoon, and was resumed in the evening, amg 
10:00 p.m. The following were present: President Sharfman, presiding, Bell, Burns, 4" 
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1. Minutes of Meeting of April 19-20, 1945. The minutes of the second meeting of the 1945 
Executive Committee were approved as corrected. Corrections incorporated suggestions sub- 
mitted by I. L. Sharfman and J. S. Davis. 
~-). Introductory Remarks by President Sharfman. President Sharfman, in his introductory 


, remarks, explained events leading to the selection of the time and place for the present meet- 
nd ings and commented on the good fortune of our having printed a preliminary program for 
re circulation among our membership, in view of the extreme tardiness of the December number of 
nd the Review. He expressed his particular appreciation to certain absent members, i.e., Edwards, 
Ellis, and Leland, for the significant work which they had done in helping out with the pro- 
gram. He described the arrangements made with those associations meeting concurrently, and 
ng in particular the three joint sessions scheduled with the American Finance Association. 

3. Reports on Publications. : 

ect a. American Economic Review (P. T. Homan). Professor Homan apologized for the late ap- 
be pearance of the December number of the Review and explained that the delay was caused in 
the part by events in the Editorial Office (death in Miss Connally’s family, which forced her to 
take a ten-day leave) and in part by printers’ delays (which extended a three-week tardiness 
rics to five weeks). 
” Professor Homan, looking forward to moving the Editorial Office back to Ithaca, promised a 
an new era with regard to the prompt appearance of the Review. He plans to gear the schedule so 
i te that the March, June, and September numbers will be mailed not later than the fifteenth of 
these months, and the December number by the first of that month. It was pointed out that 
vere subscribers had no information of this year’s meeting until after the event, since they did not 
t of receive copies of the separate announcement of the program mailed out with the ballot ma- 
tted terials. 
W. The budget for 1946 of $17,750, recommended by Professor Homan, was approved with the 
per- understanding that increased printing costs may call for a supplementary appropriation. 
t be On recommendation of Professor Homan, the following appointments to the Editorial Board 
were voted by the Executive Committee: to succeed G. N. Halm, L. H. Seltzer; to succeed 
‘me Mabel Newcomer, B. U. Ratchford. 

b. Papers and Proceedings (J. W. Bell). The size of this volume can usually be predicted with 
ibers a fair degree of accuracy, and this year’s Papers and Proceedings can be held within the pro- 
ative ortions of the volume for the last two years. However, the number of papers, especially those 

prepared for round table sessions, maid substantially increase the size of this year’s issue if 
) call everything were published. Professor Sharfman spoke in favor of a liberal editorial policy in 
publishing worthy contributions, even though it should substantially increase the bulk of the 
volume, 
oint Professor Bell indicated his intention to complete the editorial job in time to mail the Pro- 
J.! ceedings as a supplement to the March number of the Review. However, rather than delay the 
be an latter's appearance, if ready on time, the Proceedings will be issued separately in April or May. 
nents c. a (H. S. Ellis). In the absence of Professor Ellis, this report was read and 
ordered printed. 
g-run Professor Machlup reported results of our inquiry seeking permission from the Macmillan 
. Pro Company to republish three articles from the Encyclopaedia of the Social Sciences in Volume 
recen III of the Blakiston Series and suggested that we seek the advice of Mr. Anderson and other 
th the top officials with regard to ways and means of obtaining publication privileges without fees. 

4. Committee Reports. 
py the a. Economists in the Public Service (M. A. Copeland). Dr. Copeland summarized the report 

and presented the recommendations of the Committee. These recommendations raised certain 
naging questions of policy. Should they be submitted to the Civil Service Commission merely on 
propa- venalf of the Committee, as requested in the report, or on behalf of the Association? Action 
found anally taken consisted of receiving the report for publication in the Proceedings and ordering 
places «transmitted to the Civil Service Commission without comment, not as recommendations 
of the of the American Economic Association, but of one of its committees. If hereafter the Executive 
-ommittee decides to endorse the report, it may do so. For the present it was suggested that 
med. President Sharfman draft an informal covering letter, making a strong statement of the impor- 
‘ance of the report and expressing our interest and approval of the work of the Committee. 
The Committee was discharged with sincere thanks for a good job done. 

mel A related topic, namely, economists vis-a-vis the public service, originally suggested by a 
Genel ne from Miss Edna Lonigan, was tabled. Professor Davis expressed his judgment that there 

ning at Py onl span involved, but it was decided not to take it up at this meeting. say 
Davis, ate eo and Awards (S. H. Slichter). The report was read and received for publication 


roceedings as an addition to the interim report of last year. Action was deferred until 
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Groves, Homan, Schultz, Shoup, and Wolfe; and, by invitation, Copela: i 
; , Copeland, Harris, Machlu 
Schumpeter, Slichter, Spengler, Horace Taylor, and Wallace. / anes dee Ps 
| Fetter, Nourse, and Amos Taylor. d 
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the next annual meeting so that the views of the general membership might be made availabj- 
before action is taken by the Executive Committee. 

c. Book Reviews (H. S. Ellis). In the absence of Professor Ellis, this report was read, re. 
ceived, and ordered printed. : 

d. Source Book of Economic Statistics (M. A. Copeland). Dr. Copeland reported that this 
project is going forward with our co-operation. 

e. Review of Economics (J. J. Spengler). After an extensive discussion of this report in which 
practically all present participated, it was voted to receive the report and have it published 
in the Proceedings. A proposal to publish the two volumes described in the report was approved 
in principle, with the understanding that a more specific prospectus would be prepared and 
made available at the spring meeting of the Executive Committee. 

f. Research (S. E. Leland). In the absence of Professor Leland, D. H. Wallace presented 
the report which was received and ordered printed in the Proceedings. A proposal to submit 
a resolution concerning the participation of the social sciences in the National Science Founda. 
tion was deferred until the Sunday morning meeting of the new Executive Committee. 

g. Economic Opinion and Public Policy (C. D. Edwards). In the absence of C. D. Edwards. 
Professor Davis presented the Committee report, which was received for publication in the 
Proceedings. Action was withheld until a review of the round table reports scheduled during the 
current meetings would enable members to form their judgment on policy questions. It js ex- 
pected that action will be taken at the spring meeting of the Executive Committee. 

h. Teaching of Economics and Training of Economists (Horace Taylor). Professor Taylor 
read a report, which was received and ordered printed in the Proceedings. The three recommen- 
dations of the Committee were considered separately, and the following action was taken: (1) 
Collaboration with the National Council for Social Studies, a department of the National 
Education Association, in the preparation of a study of education in the social stuclies in the 
schools, was approved, and the Committee was authorized to make arrangements and plans 
with representatives of the Council. (2) The preparation of the several subcommittee reports 
as a supplement to the American Economic Review was authorized. (3) Action was deferred 
on the request for additional appropriations, but it was suggested that the Committee prepare 
estimates of budget needs for presentation at the spring meeting of the Executive Committee. 

5. Reports of Council Representatives. Brief reports were made of the activities of the 
A.C.L.S., $.S.R.C., and N.B.E.R. by Professors J. A. Schumpeter, J. J. Spengler (in the 
absence of E. G. Nourse), and D. H. Wallace. An account of the activities of these Councils 
and the National Bureau will appear in the Proceedings. 

Resolutions were approved authorizing the Secretary to draft communications expressing 
our recognition and appreciation of the faithful and effective work of Robert T. Crane in his 
many years of service as Director of the Social Science Research Council; our congratulations 
to the National Bureau of Economic Research on the occasion of its twenty-fifth anniversary; 
and our recognition and appreciation of the services of Wesley C. Mitchell as Director of 
Research in the National Bureau. 

6. Reports of the Treasurer and of the Finance Committee were presented by Professor 
Bell and ordered printed in the Proceedings. 

7. Report on the Long-run Financial Policy of the Association was submitted by Professors 
Sharfman and Bell. This report was ordered printed in the Proceedings. . 

Actions arising out of the discussions of the above financial reports were as follows: the Pres- 
dent and Secretary were authorized at their discretion to allow routine necessary expenses !0r 
committee work; the necessary out-of- et expenses of the President are hereafter to be 
paid by the Association; and the President was directed each year to submit a budget of his 
necessary expenses at the spring meeting of the Executive Committee. Also in this connection 
the Executive Committee approved authorization by the President and Secretary-Treasurer 


of traveling and questionnaire expenses for the Committee on Research during — f 
i journ 


3. Minutes of the first meeting of the 1946 Executive Committee: 


The first meeting of the 1946 Executive Committee was called to order by President F. A 
Goldenweiser on Sunday, January 27, 1946, at 9:00 a.m. Others present were: Bell, Burns, 
Davis, Harris, Homan, Sharfman, Schultz, Wolfe, and, by invitation, Knight, Spengier, 2° 
Wallace. Absent were: Ellis, Fetter, Goodrich, Kuznets, and Wilcox. 

The items on the agenda not covered at the previous Executive Committee meeting, * 
well as certain matters of unfinished business, were taken up at this time. nae 

1. Secretary’s Report. The report of the Secretary was summarized and was received '0f 
publication in the Proceedings. ; R 

2. Committee on Research—Resolution. The resolution prepared by the Committee on ** 
search was presented by D. H. Wallace and, after full discussion, it was adopted in the follow- 


ing form: 
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Executive Committee of American Economic Association urges that any law establishing 

a National Science Foundation make adequate provision for the encouragement of research 

training and publication in the social sciences and bi ae also for adequate representation 

‘ social scientists in the formation of policies and the administration of the activities of the 

Foundation and that the right of freedom of inquiry and publication be fully safeguarded. 

The Secretary was instructed to transmit copies to Senator Elbert E. Thomas, Chairman, and 
+ his associates on the Military Affairs Committee. 
3. Honorary Members—Foreign. This report had already been approved in April and ordered 
+o be printed. The election of foreign honorary members was put on the agenda for the spring 
~eeting of the Executive Committee. It was also suggested that an article on foreign honorary 
" en bers be prepared for the Review. 

4, Annual Review of Economics. Professor Spengler was requested to revise the report of 
his Committee in light of the discussion at the round table on the publication of an annual 
review of economics. . 

5 New Business and Plans for 1946. The meeting was adjourned without taking definite 
action on the time and place of the spring meeting of the Executive Committee, or the time 
and place or joint or separate character of the next annual meeting of the Association. These 
matters were left in the hands of the President and Secretary, who will communicate with 


Adjourned. 


ACTIVITIES AND OPERATIONS 


Annual Meetings. Our last national meeting was held in New York City, 
in December, 1941. The convention scheduled to be held in Cleveland in 
1942 was canceled at the eleventh hour at the request of the ODT and a 
local or regional meeting was held in Washington in January in its stead. 

A year later another regional meeting was held in Washington. Plans to 
follow this procedure February 1-4, 1945, were frustrated by the “Battle 
f the Bulge” in Belgium and its repercussions in this country. This was the 
first time since the formation of the Association when no regular meeting 
was held. Tentative plans for a program and for a national meeting in 
Washington or elsewhere on a restricted basis or of an all-out character 
were made last spring, but authority to cancel was left with the President 
nd Secretary if a meeting should be in conflict with government policy 
with the understanding that a mail vote of the Executive Committee would 
be taken or a special meeting called if matters should emerge for decision 
which were deemed by them to be of such a character as to render such 
ction necessary or desirable. By V-J Day it became apparent that some 
relaxation of restrictions would be forthcoming, and at a meeting of the 
President and Secretary in Ann Arbor on September 8 it was decided to 
reopen negotiations with the Cleveland Convention Bureau for a meeting 


to be held in Cleveland. The ban on conventions was definitely lifted 
within the next few days and notice was sent to members of the Executive 
- Lommittee to the effect that the Association would meet in Cleveland, 
January 24 to 27, 1946. These dates were practically determined by the 


availability of transportation and hotel accommodations. It was realized 
‘hat the convenience of our academic members would have to be sacrificed. 
No dates would fit the mixed schedules now prevailing in colleges and 
universities. Moreover, the limited accommodations would probably not 
‘more than adequate for those who could attend ‘on company time.” 
Next year conditions may be favorable enough to permit the revival of 


hational meetings on the customary scale. Incidentally, the returns of 
“e questionnaire sent out by President Sharfman on the time, place and 
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character of the annual meetings were very gratifying. The answers were 
on the whole, suggestive and helpful, and many members expressed their 
appreciation for having been invited to make their desires known. 

Membership. In last year’s Report of the Secretary a chart was published 
showing the growth of the Association’s membership and subscribers from 
the time of our foundation in 1885 to date. During the past year we have 
experienced another substantial increase in numbers—417. Our membership 
now totals 4,159 and 1,752 subscribers, the latter having in recent years 
increased even faster than the former. In last year’s report are shown, also, 
graphs of the geographical distribution of our membership list and of the 
classification of members by fields of speciaJization. Some shifts have oc- 
curred during the current year, but the bulk of our members are stil! in the 
north-central and eastern sections of the country, and the labor, genera! 
economics, and finance groups still Jead in the fields of specialization. 

Publications. The activities of the Managing Editor of the Review and 
of the Board of Editors are reported by Professor Homan, who resumed his 
post in August after a year in London. During his absence, the affairs of the 
Review were capably managed by Professor Fritz Machlup, who deserves 
the thanks of the Association for his superb performance of this emergency 
job. The volume of Papers and Proceedings was separately issued in May, 
1945, in order not to delay the appearance of the March number of the 
Review. The volume is somewhat fuller than usual since every effort was 
made to salvage all of the valuable contributions prepared for the canceled 
meetings. It consists of 407 pages of papers and discussions, 101 pages of 
proceedings (minutes of the meetings of the Executive Committee and re- 
ports of officers and committees), 12 pages of announcements of past pub- 
lications, and 16 pages of a supplementary directory of new members. Re- 
prints of the proceedings are distributed to officers of the Association and 
to members desiring copies. 

The annual information booklet was re-edited and continues to be used 
in meeting general inquiries concerning the purposes and activities of the 
Association. 

Photographs of past presidents J. S. Davis, F. A. Fetter, David Kinley, 
and John H. Gray appeared in the quarterly issues of the Review this year. 
The Secretary would appreciate receiving items of interest concerning ¢e- 
ceased past presidents whose biographical sketches are published serially 
on the back of these photographs. 

The list of “vacancies and applications” announced at the back of each 
number of the Review is beginning to expand somewhat. Members whos 
applications do not require immediate action are encouraged to use this 
service. 

A.L.A.-A.E.A. Book List for European Libraries. A supply of copies . 
this report from the Secretary’s Office has long since been exhausted anc 
the many inquirers have been referred to the American Library Association 
for their printed list on economics and sociology. This list is a much abridge¢ 
one, not classified according to subject-matter fields, but may serve 4 useful 
purpose. 
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Blakiston Volumes. A report of the activities of the Committee on Re- 
publications is submitted by Professor H. S. Ellis, Chairman of that Com- 
mittee. Volume III, on the Distribution of Income, edited by B. F. Haley 
and W. J. Fellner, is about ready to go to press, and a fourth volume on 
international trade and finance is under way. The Committee welcomes 
suggestions for future volumes. 

The Profession of Economist. The National Roster of Scientific and 
Specialized Personnel, now a division of the War Manpower Commission, 
has published and is widely circulating a descriptive circular on the profes- 
sion of economist. It is a simplified and improved version of our earlier effort 
to describe what an economist is and what he does. Professors F. W. Fetter, 
H. S. Ellis, and Fritz Machlup are chiefly responsible for the improvements. 
It is not, however, to be construed as an official product of the Association. 
The Secretary has a few copies of this leaflet on hand, but it may be ob- 
tained directly by writing to the National Roster, Bureau of Placement, War 
Manpower Commission, in Washington. 

Classification of Branches of Economics. The classification of fields of 
economics described in the circular above and the more elaborate classifica- 
tion of the National Roster’s social science check list, which was worked 
out with our help, suggest improvements in our own classification which we 
use in connection with our Directory and books, articles, and Ph.D. dis- 
sertations in the Review. Another classification is being proposed for the 
special purposes of the annual Review of Economics by the Committee on 
Contemporary Development of Economic Thinking and Information. An 
all-purpose classification of economic fields generally recognized in the pro- 
fession is perhaps too much to hope for, but any suggestions leading to an 
improvement of our classification will be a real contribution; and both the 
office of the Secretary and of the Editor would be grateful to anyone who 
will submit ideas on the classification of either personnel or literature. 

Committee Activities. During the past few years the role of the Associa- 
tion’s committees has assumed increasing importance. Activities on the part 
of certain committees have been particularly significant and in some in- 
stances their functioning marks a new departure in the operations of the 
Association. Brief comments are here made on the progress of committee 
work. Members interested are urged to read the reports of the committees 
in the Proceedings; namely, the Economist in the Public Service, M. A. 
Copeland, Chairman; Teaching of Economics and Training of Economists, 
Horace Taylor, Chairman; Economic Research, S. E. Leland, Chairman; 
Committee on Contemporary Development of Economic Thinking and 
Information, J. J. Spengler, Chairman; Joint Committee with the American 
Statistical Association on Source Book of Statistics, M. A. Copeland, Chair- 
man; Economic Opinion and Public Policy, C. D. Edwards, Chairman; 
Book Reviews, H. S. Ellis, Chairman; Honors and Awards, S. H. Slichter, 
Chairman; Foreign Honorary Members, E. G. Nourse, Chairman. The 
comments following deal only with the first six of these. 

Economists in the Public Service. The period of transition from peace to 
war raised the problem of classification and recruitment of economists in the 
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public service. Reconversion from war to peacetime also presents problems 
of interest to the public service and to colleges and universities. Essentially 
the problem is the same over the long period; namely, to establish programs 
of education in colleges and universities which will serve to prepare econo- 
mists for the public service, and in the public service, to maintain and jm. 
prove standards of professional competence. 

The work of the Committee on Economists in the Public Service, M, 4. 
Copeland, Chairman, started with the proposal by Mr. Copeland in the 
1940 business meeting that our Association assume responsibility for 
certifying to the ‘competence of economists.” The Executive Committee 
resolved in 1941 that in its opinion the American Economic Association, 
being an open Association, was not an appropriate organization to undertake 
such responsibility but that the officers of the Association were anxious to 
co-operate with public authorities in dealing with problems affecting the 
efficiency of federal civil service. The appointment of a committee was av- 
thorized in December, 1941, a preliminary report of the Committee was 
“considered” in 1942, and another report and the Committee continued 
with the request that attention be directed to the kinds of training in wi- 
versities needed for the government service. In 1944 an interim report was 
read by J. S. Davis but was not ordered to be published. This report is now 
resubmitted in revised and final form and will be found in the Proceedings. 
It seems most likely that the role of economist in the public service will be- 
come of ever increasing importance in the years ahead. The interest which 
our Association has taken in this matter has stimulated numerous meetings 
with members of other groups in the social sciences, and its work is u- 
doubtedly influencing the thinking of an ever broadening circle of persons 
concerned with the problem of the economist in the public service. 

Teaching of Economics and the Training of Economists. Perhaps no one is 
or ever has been entirely satisfied with the way economics is taught, nor is 
the end product of our training all that we would like professional! econo- 
mists to be. These issues are particularly vital today on account of the 
sharply enlarged demand which wars and depressions have made on men 
with a knowledge of economic conditions, institutions, forces, and processes. 
This demand is particularly insistent on the part of government executives 
and administrators. Coupled with this demand has come the realization that 
our formal training has not always prepared the economist for the new place 
he has been called upon to fill. Mistakes and failures are no doubt due in 
some measure to the lack of depth and breadth of our curriculum and to 
shortcomings in our teaching method. In any case, with our entrance into 
the war came a ferment of revision, modification, and experimentation more 
intense even than during World War I. In 1942 our Association was asked 
by the U. S. Office of Education if we could supply any facts concerning 
wartime adjustments in the economic curricula of American colleges and 
universities. They wanted to know what is being taught and what ought 
be taught during the war and the postwar period. A survey conducted from 
the Secretary’s office, directed chiefly to the question of all-out defense 2 
war courses versus the preservation of civil and cultural aspects, W4s | yub- 
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shed in 1943 as Report Number 15—Economics, of a series on the ‘‘Ad- 
‘»stment of College Curriculum to Wartime Conditions and Needs” by the 
Federal Security Agency, U. S. Office of Education. During 1943 and 1944 
the impact of discussions on educational problems in economics was felt 
«oan increasing degree. The conduct of the elementary course in economics 
nd the integration of economics and other social science subjects, economics 
in secondary schools, and the feasibility of our Association co-operating 
with other associations and foundations in promoting education in eco- 
romics all called for attention. Under the circumstances it was thought de- 
sirable for our Association to set up a standing committee on teaching 


April 7, 1944) to undertake a long-run program of study and to report 
from time to time on various phases of this complicated problem. In 1945 
the more urgent problems were referred to a committee appointed “to study 
snd report on possible improvements in undergraduate teaching of eco- 
mics and the training of economists.” This Committee, under the chairman- 


of Professor Horace Taylor, has divided its work. Some ten sub- 
committees are engaged in finding out what is being done. Later we hope 
they will tell us what should be done. The composition of the committees 
their procedure was reported in the Proceedings, 1945, pages 485- 
Since then many of you who have spent a long evening or two in 
nswering the questionnaires sent out by some of the subcommittees will 
appreciate how thoroughly this procedure is being carried out. 
It is significant, we think, that our Association should find it necessary 
to undertake and finance a project which in the past has been considered as 
nore logically falling within the scope of educational institutions and 
foundations. Fortunately we have some funds to use for this worthy project 
soar has already been appropriated). If the project brings to light 
pros| of fruitful results when it has progressed beyond the exploratory 
stage, we » might then be warranted in seeking outside financial aid. 
Research. Not only has the improvement of teaching been of especial con- 
he Association during the past year. We are likewise concerned 
ds of stimulating research. Fostering research in economics has 
aways been a purpose or objective of the Association, but definite pro- 
posals and specific ways and means for the organized promotion of eco- 
research do not seem to have been initiated until about 1930, when 
forts were made by the Social Science Research Council to initiate pro- 
grams in its constituent societies. An Interim Committee on Research, 
{ppol in October, 1931, submitted a report which was published in the 
rroceedings of March, 1932 (pages 295-296). It recommended the appoint- 
ment of a standing committee on research, which proposal was put into the 
tands of another committee (Proceedings, March, 1933, pages 195-196). 
s committee, constituted of the Association’s representatives on the 
S.R.C., was continued and after another year’s work, submitted a final 


%, ort which was published in March, 1935 (Proceedings, pages 215-225). 
“i tais report the recommendation was made to establish a standing com- 
mittee on research “to act as the central agency of the American Economic 
‘sociation in the promotion and facilitation of economic research broadly 
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defined in whatever manner the committee may deem advisable and to the 
extent of the committee’s financial resources.” An appropriation “not tp 
exceed $200” was voted by the Executive Committee (page 201), whether 
for the expenses of the old committee or to start the new one is not clear 

Last year, on the motion of Professor Leland, our representative on the 
Social Science Research Council, a committee was appointed “to investigate 
the desirability of constituting a committee on research, define its terms of 
reference, and bring in a plan of organization and operation... .” 0p 
recommendation of this committee (Professors Groves and Shoup), a stand. 
ing Committee on Research was appointed to co-operate with the Socia) 
Science Research Council and other research agencies and to improve eco- 
nomic research (Proceedings, May, 1945, pages 455-456). 

The Committee on Research, of which S. E. Leland is Chairman, has 
proceeded in several directions to fulfill its functions. 

1. It has sent out a questionnaire to members of the Association for the 
purpose of gathering material as a basis for a report on ways and means of 
improving research. 

2. A project which might be called “preservation and use of wartime 
materials” is being carried on in co-operation with the Price Conference of 
the N.B.E.R. and with the Brookings Institution. The Committee is at- 
tempting to discover new and promising research projects and to investigate 
what materials in several war agencies are worth preserving for the use of 
economists. We have appropriated $1,500 for field work and other expenses 
involved in the work of the research committee. 

Review of Economics. Another project closely related to research yet 
separate and in the hands of a different committee, of which J. J. Spengler 
is Chairman, contemplates the publication of periodical reports on recent 
developments in economic ideas and information. The purpose of this 
project is to serve in particular those of our members who, because o/ 
the interruptions of military or government service or because of the exact- 
ing demands made by accelerated programs or war exigencies, have beet 
unable to follow the rapid changes of the times and the developments ot 
contributions made in any but their own special fields. That probably in- 
cludes most of us, not only with respect to related and more distant fields, 
but even in our own specialties. . 

This Committee has been engaged in canvassing the field to determine 


the scope and timing of the volume or volumes to be publishe¢, the editor) 3a c 
problems, and like matters which would give us most for the money we have ° 
to expend on the project. The sum of $5,000 has been appropriated for ts on 
purpose. If the exploratory results prove fruitful, it is hoped that funds irom +s 
other sources may become available for the continuation of this under- oe 
taking. 

Source Book of Economic Statistics. Still another proposal, involving \ bef 
co-operative effort of our Association, the American Statistical Association, 


and possibly the Department of Commerce, is a project suggested by J. F 
Dewhurst, involving the completion and publication of a comprehensivé 
source book of economic statistics. A committee, M. A. Copeland, Ca" 
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man, has been set up to examine the feasibility of this proposal. No financial 
mmitments are involved. 

Ec nomic Opinion and Public Policy. The opinion of professional econo- 
mists on public issues has not always been avidly sought. To be sure, govern- 
ment administrators and executive departments have sought the expert 
advice of individual economists on matters of monetary and banking reform, 
tariff and tax legislation, and so forth, but not until World War I, when the 
controversy of “taxing versus borrowing” became a lively public issue, had 


ne any attempt been made to get the opinion of professional economists as a 
jal group. The day of public polls had not yet arrived. Indeed, the status of 
mt “economist ’ had not yet become established in the public mind and hence 
the “profession” was not called upon to express itself nor did economists 
hes become articulate on their own initiative. Our Association is wisely pre- 
7 cluded by its own charter provisions from taking any partisan view on public 
the questions and thus hazarding the danger of becoming a pressure group. 
od Our members are largely scholars in academic life and represent a class 
it not as a rule outspoken in matters affecting their own interest and only 
iene rarely prompted to action when principles and ideals dear to them are 
al grossly offended. Occasionally outbursts of protest have taken place. For 
i example, the Hawley-Smoot Tariff bill of 1930 provoked spontaneous pro- 
gate test of economists all over the country, as did the Administration’s mone- 
— tary policy in 1933. 
noes The predominance of economic problems in the thirties, together with a 
growth of interest on the part of the public in what experts think on tech- 
wat nical issues and the increasing popularity and significance of public polls, 
agler affords a background to Professor Graham’s proposal in 1943 ‘‘to consider 
bel the possibilities of making the informed opinion of our membership more 
this efiective in matters of public policy.” The Graham committee recommended 
od hat the Association designate from among its technically expert members 
rect ad hoc committees to study and report upon economic problems of public 
ese importance. Dr. C. O. Hardy’s excellent analysis of the types of projects 


which might be set up to fulfill the indicated purpose of bringing the wisdom 
of economists to bear upon current public issues and of the distinctive fea- 
tures of the Graham proposal is found in the report of the Committee on 
Consensus Reports in the May, 1945, Proceedings (pages 502-508). Two 
chief questions needed to be answered. One, can attempts to secure con- 
- Sensus of scholarly opinion be successfully made? Two, if so, should the 
Association sponsor or help others to secure such consensus? 

With respect to the first question concerning the feasibility of obtaining 
consensus, two types of experiments were undertaken. They were under- 
‘aken in connection with the annual program by ad hoc committees dealing 
res} ectively with agricultural price supports and the function of govern- 
ment in the postwar American economy. Reports of these committees may 
ve found in the May, 1945, Proceedings (pages 222-247). The Committee 
on Agricultural Price Supports undertook to obtain a consensus by means 
of drafting a statement representing the area of agreement amongst the 
peruicipants, areas of disagreement or exceptions being indicated incidental- 
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ly. The Committee on the Function of Government resorted to the question. 
naire method, and a tabulation and analysis of the results of the poll. The 
work of the agricultural price support committee had been continued this 
year and two new committees have been established—one to report on the 
Webb-Pomerene Act and the other on monetary policy (see program for 
January 26-27, 1946). 

Concerning the role of the Association with regard to economic opinion 
and public policy, a new subcommittee, C. D. Edwards, Chairman, was st 
up in April, 1945. This committee attempted to devise a program through 
which the Association “can help illuminate questions of public policy’ 
through reports, statements, or polls within the Association or from other 
groups or individuals without committing the Association or its membership 
as a whole to any position on these questions. The report of this Committee 
on Focusing the Opinion of Members in Matters of Economic Policy was 
submitted to the Executive Committee for consideration and action 
January, 1946. 

It is not clear at this moment where these efforts will eventually lead, 
The Executive Committee will probably not care to authorize setting up the 
machinery recommended by the Committee on Consensus unless the evi- 
dence is clear that fruitful results will materialize. The skeptical “impres- 
sions” of C. O. Hardy that ‘‘we do not need an inquiry to prove the ex- 
tent of disagreement among reputable economists” may or may not be 
true. The results of our experiment so far are neither discouraging nor yet 
so favorable that we can call them an unqualified success. We may concede 
the existence of disagreement and still see a need for well-considered public 
statements, formulated by the collective effort of a group of experts, and 
find interesting and significant the results of a scientifically conducted pol 
of specialists whose research and study have made them particularly com- 
petent in the fields covered. If the Association does not undertake or aid 
others in performing the function, consensus reports and public polls wil 
no doubt be carried on by others less able and qualified to perform the job, 
and we will still run the risk of having the name of the Association involved 
as long as our members participate either directly or indirectly. 

It was in connection with the discussion of the Association’s function 3 
a sponsor or passive agent that prompted the Executive Committee to re 
solve at its last meeting that ways and means be found to prevent the us 
of the Association’s name for propaganda purposes, and it was suggested 
that the statement of the purposes of the Association found in Article Ill 
of our Charter and Bylaws be rephrased and printed wherever misconstruc- 
tion of the purposes and character of our Association seems possible. 


Committees Appointed During the Year. 


Committee on Book Reviews Finance Committee 
Howard S. Ellis, Chairman Roy C. Osgood, Chairman 
Eveline M. Burns Charles C. Wells 
Frank W. Fetter James Washington Bell 
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Nominating Committee 


On- 
he J. Douglas Brown, Chairman 
his Milton Gilbert 

the Bernard F. Haley 


Ben W. Lewis 
Mabe! Newcomer 
George W. Stocking 
Subcommittee on Honorary Mem- 
bers—Foreign 
Edwin G. Nourse, Chairman 
Albert B. Wolfe 
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Ad Hoc Committee on the Webb- 
Pomerene Act 
Edward S. Mason, Chairman 
Theodore J. Kreps 
Arthur R. Burns 
Mordecai Ezekiel 
Myron W. Watkins 
Fritz Machlup 
Morris S. Rosenthal 
Ad Hoc Committee on Monetary 
Policy 
James Washington Bell, Chair- 


Benjamin H. Beckhart 
Frederick A. Bradford 


Exploratory Committee on Research 
Harold M. Groves, Chairman 


Simeon E. Leland, Chairman 


Committee on Local Arrangements 
Daniel A. Hill, Chairman 


John K. Langum, Chairman 


James Washington Bell, Ex Offi- 


ner 
hip Joseph S. Davis 
ttee Subcommittee on Consensus Reports man 
was Corwin D. Edwards, Chairman 
a Theodore W. Schultz 
Eveline M. Burns Howard §. Ellis 

pad. Joseph S. Davis Seymour E. Harris 
the James Washington Bell Leonard L. Watkins 
evi- Subcommittee on Contemporary De- Ray B. Westerfield 
res. velopment of Economic Think- 
ing and Information 
be Joseph J. Spengler, Chairman Carl S. Shoup 
vet Corwin D. Edwards Committee on Research 
rede Aryness Joy Wickens 
bli W. Blair Stewart Joseph J. Spengler 
and Eveline M. Burns Donald H. Wallace 
poll Joint Committee with American Edwin G. Nourse 
om- Statistical Association to Ex- 
ait plore Merits and Feasibility of 
wil Source Book of Economic Sta- Russell Weisman 
job tistics Committee on Elections 
vec Morris A. Copeland, A.E.A. Chair- 

man Henry B. Arthur 
yn as Stacy May 
0 re- Amos E. Taylor clo 
or Representatives of the Association on various occasions. 
e Ill Inauguration of George Henry Armacost as President ot the University 
truc- { f Redlands 


Gordon $. Watkins 
College 
Josiah T. Phinney 


Community 
William Haber 


REPORT OF THE SECRETARY 


Inauguration of Ralph Cooper Hutchison as President of Lafayette 


Mitchell Field Conference on the Integration of the Veteran with the 
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Inauguration of Franklin Stewart Harris as President of Utah Stat. 
Agricultural College 
Evan B. Murray 
Inauguration of Howard S. McDonald as President of Brigham You, 
University 
A. Smith Pond 
Inauguration of Laurence McKinley Gould as President of St. (ja 
College 
Sever Klaragard 
Carnegie Endowment for International Peace Conference 
Amos E. Taylor 
Howard S. Ellis 
Inauguration of Byron Sharpe Hollinshead as President of Coe College 
C. Ward Macy 
Inauguration of Wilson Martindale Compton as President of the State 
College of Washington 
Edwin F. Dummeier 
Mailing List. The use of the mailing list was granted to the following: 
Committee for Economic Development 
To send Bretton Woods Proposals, Postwar Employment and the Re- 
moval of Wartime Controls, and International Trade, Foreign Investment 
and Domestic Employment, and card announcing radio weekly series 
called ‘Jobs After Victory” 
Economists’ Committee on the Bretton Woods Program 
To send questionnaire 
Treasury Department 
To send extract from the Report of the Secretary of the Treasury ' 
Congress, ‘‘Fiscal and Monetary Policy” 
Professor Irving Fisher 
To send letter on 100 per cent money and a follow-up letter 
Federal Reserve System 
Twentieth Century Fund 
To announce, Financing Post-War Prosperity 
Philip Cortney 
To send reprint from Commercial and Financial Chronicle, ‘Full En- 
ployment—Wages and Democracy” 
Roy G. Blakey and Arthur R. Upgren 
To send Job Credit Tax Plan 
Review of Economic Statistics 
To send advertisement of this publication 
American Labor Conference on International Affairs 
To send advertisement of October, 1945, and January, 1946, issues © 
“Planning and Paying for Full Employment” 
Harvard University Press 
To send letters featuring two current economics books 


: 
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University of California Press 
To send circulars describing the publications of the Bureau of Business 
and Economic Research 


It is with regret that the names of the following persons have been re- 
moved from our active membership list, notice of their deaths having been 
received during the year: 


C.F. Bastable (Honorary Member) 
Gustav Cassel (Honorary Member) 
lohn R. Commons 

Walter W. Cooper 

David Davidson (Honorary Member) 
Frank H. Dixon 


John W. Jenkins 

John E. Kirshman 
Walter C. Liebner 
Oliver J. Marston 
John F. Normano 


P Bernhard Ostrolenk 
Frederick J. Ellerman William A. Scott 

a Lawrence Flinn Percy S. Straus 
David Friday Sarah S. W. Walden 
Elsie Gliick George S. Wehrwein 

ng: Hiram J. Halle Horace G. White 

Re Felix E. Held Harry J. Winslow 


Edith E. Wood 


Respectfully submitted, 
JAMES WASHINGTON BELL, Secretary 


Exursit I 
PUBLICATION 
PROCEEDINGS HANDBOOKS 
Number Number Number Number 
Year* of of Cost of of Cost 
Pages Copies Pages Copies 
222 4,300 $1,353.91 
308 4,300 1,919.18 88 4,200 $ 589.54 
2 16 4,200 1,819.75 
16 4,000 1,284.85 88 3,900 522.71 
4 232 3,700 1,192.91 
248 4,000 1,347.88 
En 6 360 4,200 2,037.90 58 4,100 454.36 
13 344 4,300 1,922.03 
138 200 4,500 1,234.10 112 4,500 1,118.84t 
139 288 4,600 1,785.91 
4 444 4,900 2,658.12 108 5,000 822.58 
‘ 479 5,200 3,294.45 
‘en 548 5,400 3,909.79 208 5,500 1,775.72f 
335 5,500 3,652.56 
+4 470 5,800 3,350.40 
144 5,900 1,215.22 
170 536 6,400 4,502.84 
: he year of publication and pertains to the meeting of the preceding year. The 
“ss are published in the subsequent year. 
“Who’s who” volumes, 


{ papers presented at annual meeting published as supplement to June number. 


laf 
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Exursir II 
MEMBERS AND SUBSCRIBERS 
Total Re- Gain Total 
12/11/44 Added moved or Loss 12/11/45 
Annual members................. 3,785 380* 194f 186 3,971 
49 11 4 7 56 
Complimentary members.......... 20 3 3 17+ 
32 4 5 1 31 
Honorary members..............- 16 2 3 1 15 
055 den whe 1,533 412 193 219 1,752 
5,494 849 437 412 5,906 


* Includes 20 junior members changed to annual. 


t Resigned, 45; nonpayment of dues, 91; died, 21; lack of address, 30; changed to junior 


members, 7. 
t Includes 7 annual members changed to junior. 
** Includes 20 junior members changed to annual. 


tt Includes 8 complimentary members who do not receive the publications of the Associa- 


tion. 
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REPORT OF THE TREASURER OF THE ASSOCIATION FOR THE 
YEAR ENDING DECEMBER 11, 1945 


This has been a very active year for the Association, as the description in 
the Secretary’s Report indicates. Obviously, our expanded committee 
peratio ns and enlarged publications would not have been possible without 

equate financial support. Fortunately, we had a year of wholesome growth 
ave also had a comfortable reserve on which to work. 

Y eabe rs are referred to the balance sheet and statement of income and 
expenses in the Auditor’s Report for a detailed picture of the financial con- 
n of the Association and the operating results for the current fiscal 
year. The accompanying summary of comparable results this year and last 
on ws the chief sources of our income, how the money was expended, and 
how much was left unexpended and put to surplus or how much was drawn 
lown from the reserve. 


COMPARATIVE RESULTS OF OPERATIONS FOR 1944 anp 1945 


Increase 
Income 1944 1945 or 
Decrease 
Manberthin dues. $19 , 242 $20,260 $ 1,018 
Interest and dividends. 3,299 3,862 563 
Profit on sales of securitieS...........e.eeee0: 2,019 2,162 143 
Publi ati ms income (subscriptions, sales of cop- 
Total Income... ens $35,207 $37 ,448 $ 2,241 
ninistration and operating. ........-+-.2++- $ 9,114 $ 9,642 $ 528 
s (Review, Papers and Proceedings) . . 19,959 22 ,890 2,931 
riat Ir special committees......... 7,500 7,500 
Total expenses. $29 ,073 $40 ,032 $10,959 
Net income oF sls $ 6,134 $ 2,584 $ 8,718 
In this table, we compare income from all sources with tota] expenses, 
both administrative and publications. This gives a better picture than the 


Auditor’s Re ‘port which, in order to determine net publication costs, shows 
publication income as a deduction from publication expense. A continued 
expansion in both memberships and subscriptions accounts for the larger 
part of our increased income. Interest and dividends on our investments 
aso Increased somewhat, and the nonrecurring item, profit on sales of 
«curls, produced a substantial income again this year. Administrative 
and operating expenses mounted but were held within reasonable bounds 
nsidering the heavier load resulting from our growth and our broadening 
tivities. A substantial i increase in publication expense was largely due to 
‘ne size of the Review and the number of copies printed. The edition of our 
publ ications now runs to 6,600. These costs are partly estimated, since the 

for the December number i is not received until after the Auditor’s Re- 
pot and t the figure for 1944 proved to be unduly low, as was pointed out in 
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last year’s Treasurer’s Report, so that the increased cost of the Review this 
year over last should be shaded by some $800 or $900. The net operating 
income for the year would have stood at $4,916 (income of $37,448 minys 
expenses of $32,532) but for the new item, appropriations for special com. 
mittees, which amounted to $7,500. Although only $723.50 of this appropria- 
tion had been spent by the end of the fiscal year, the balance is, according 
to sound accounting practice, considered a contingent liability, drawing 
down our accumulated surplus and leaving the year’s operations showing 
deficit of $2,584. 

There is no need here to recapitulate the financial history of the As. 
sociation, nor to analyze the strength of our present financial condition. 
Members are referred to last year’s Report of the Treasurer (May, 1945 
Proceedings, pages 472-477), especially the figures showing surplus and net 
annual income or deficit, 1909-45, and security holdings, 1920-44, and re. 
turns on investments, 1925-44. The unappropriated surplus or net balance 
of income over expenditures after accounting for all other liabilities and 
special funds stood at $68,348 at the beginning of the fiscal period and at 
$66,014 on December 11, 1945. (See Auditor’s Report, Exhibit I.) Our 
policy with respect to the use of this financial backlog was made the subject 
of a report on long-run financial policy by the President and Secretary which 
is found elsewhere in the Proceedings. 

The tables following are the usual ones, showing the investment port- 
folio and the return on investments. The figures used to bring the tables up 
to date are taken from the Finance Committee Report for costs and mark 
prices of stocks and bonds as of November 21, 1945, and the income from 
the Auditor’s Report of December 11, 1945. The rate of return is roughly 
determined by dividing the cost of our holdings by the interest and divi- 
dends received. This figure shows a yield of 4.71 per cent and on market 
price an income of only 3.72 per cent. The prospects are that this return 
will continue to decline. 

Members interested in the composition of our portfolio should turn to 
the Report of the Finance Committee. 

To Roy C. Osgood and Charles C. Wells we express our appreciation 
for their continued conscientious and effective service in managing this 
fund. 

Respectfully submitted, 
JAMES WASHINGTON BELL, Treasurer 
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At Par Cost Market 
Year Bonds Stocks and 
Bonds Stocks Total Bonds 
1925 $25 ,000 $24,601.75 $24,661.75 
1926 27 ,000 26,623.25 26,623.25 
1927 29,000 26,688.45 28,688.45 
1928 29,000 28 633.45 28 ,633.45 
1929 31,000 30,569.48 30,569.48 
1930 31,000 32,439.48 32,439.48 $32,635.40 
1931 39,500 39,134.48 39,134.48 32,307.44 
1932 40,500 41,134.48 41,134.48 33,239.70 
1933 33,500 32,962.48 | $ 3,954.23 36,916.71 31,522.50 
1934 31,500 30,989.48 3,954.23 34,943.71 34,714.00 
1935 16,000 15,280.48 28,114.50 43 , 394.98 50,338.72 
1936 17,000 16,260.13 33,712.57 49,972.70 62,991.00 
1937 20,000 19,160.91 37,399.20 56,560.11 52,064.75 
1938 22,000 20,180.95 38,302.20 58,483.15 58,598.88 
1939 22,000 20,039.57 | 41,155.95 61,195.52 61,529.38 
1940 25,000 22,519.80 41,155.95 63,675.75 60 , 553.88 
i941 25,000 22,439.81 51,155.95 63,595.76 58,606.11 
1942 27 ,000 24,651.12 41,556.06 66,207.18 58,211.88 
1943 28 ,000 23,822.54 40,071.31 63,893.85 66,012.12 
1944 30,000 25,731.51 46,033.81 71,765.32 81,844.01 
1945 40,000 36,705.95 44,955.81 81,661.76 103,574.76 
RETURN ON INVESTMENTS 
Year Bonds Stocks Total a 
1925 $1,350.00 $1,350.00* 
1926 1,410.00 1,410.00* 
1927 1,524.70 1,524. 70f 
1928 1,642.77 1,642.77T 
1929 1,575.44 1,575.44f 
1930 1,695.21 1,695.21 5.22% 
1931 1,886.81 1,886.81 4.82 
1932 2,014.36 2,014.36 4.89 
1933 1,679.49 $ 108.57 1,789.06 4.84 
1934 1,593.13 218.07 1,811.20 5.18 
1935 1,022.96 680.70 1,703.66 3.92 
1936 801.77 1,597.63 2,399.40 5.00 
1937 884.87 2,689.62 3,574.49 6.31 
1938 928.04 2,063 .02 2,991.06 5.11 
1939 978.79 1,781.52 2,760.31 4.51 
1940 1,037.56 2,182.46 3,220.02 5.06 
194] 1,088.97 2,497.35 3,586.32 5.64 
1942 1,306.49 2,186.17 3,492.66 5.28 
1943 1,133.97 2,094.47 3,228.44 4.90 
1944 992.67 2,410.57 3,403.24 4.60 
1945 1,479.99 2,488.85 3,968.84 4.71 
Estimated income for year. 


| Certificate of deposit interest included. 
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REPORT OF THE FINANCE COMMITTEE 


November 23, 1945 3,000 
Executive Committee, 5,000 
American Economic Association, 
Evanston, Illinois. 1,008 
GENTLEMEN: 1,000 
Herewith are reports of the bond, preferred stock, and common stock 
holdings of the American Economic Association as of the close of business sie 
November 21, 1945. These reports include cost of securities together with 5,000 
the value of those held on December 11, 1943, and November 28, 1944 3,000 
The total cost of our present holdings together with the market value as of 3000 
November 21, 1945, as well as the market value of securities held on Decem- 8,000 
ber 11, 1943, and November 28, 1944, is as follows: 
Cost of 
Holdings Held Market Value or Last Sale Number 
on 11/21/45 12/11/43 11/28/44 11/21/45 f Prefer 
$36,705.95 $26,272.75 $36,778.75 $40,241.25 25 Crai 
$81,661.76 $67,164.12 $89,569.01 $103,574.76 Number 
Lomm 
During the past fiscal year the following securities were sold or presented oS 
for payment when called: 0 Erie 
$2,000 Shawinigan Water and Power Co., 414%, 1967 oe 
2,000 Pennsylvania R.R. Co., 444% Debs., 1970 ‘ a 
1,000 Erie Railroad Co., 4% ist Cons. Mtge., 1995 po Cha, 
2,000 St. Louis and Iron Mountain Southern Ry., 4%, 1933 5 Hot . 
2,000 Central Illinois Electric and Gas Co., 334%, 1964 <n Kr 
4,000 Chicago, Milwaukee and St. Paul R.R., 4%, 1989 i$ J we 
3,000 Chicago, Terre Haute and Southeastern R.R., 5%, 1960 Ps Link. 
25 Shares Champion Paper and Fibre, 6% Cum. Pfd. <0 Mest 
10 Shares Household Finance Corp., 5% Pid. Py J C 
In this year we added to our holdings: s ae 
25 Shares Crane and Co., 334%, Pfd. 30 Stanc 
$8,000 U.S. Treasury, 244%, 1967-72 0 Unior 
1,000 Pere Marquette, 334%, 1980 100 Wayr 
1,000 Reading Co., ist and Ref. Ser. D, 344%, 1995 c 
3,000 Chicago and Northwestern Ry., 444%, 1999 since 
5,000 New York Central, 444%, 2013 mended 
2,000 Central New England Ry., ist Mtge., 4%, 1961 
2,000 Southern Pacific Co., 444%, 1969 Sell 
20 Sh 
Listed below are the bonds, preferred stock, and common stock holdings 25 Shay 
of the Association, showing cost and market values as of December 11, x0 Shar 
1943, November 28, 1944, and November 21, 1945. $9000. 
Bonps Value 5,000 
Market or Last Sale ad With the 
Amount Issue Int. Due Cost 12/11/43 11/28/# 11/21/4 
$5,000 Central New England ag? In to 
Ry., Ist Mtge......... 4 1961 $4,755.00 $5, 087.2 the rail 
3,000 Chicago and North- » 730.00 
western Ry.,2nd Mtge. 414 1999 2,431.50 aan 
2,000 Grand Trunk Western 
Railway Co., Ist Mtge., 0 


4 1950 1,855.45 $2,035.00 $2,100.00 2,1# 
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;.000 Illinois Central R.R., 


St. Louis Div......... 3 1951 $2,212.50 $1,770.00 $3,056.25 
5.000 New York Central 
RR.,Ref.andImp.... 44% 2013 4,172.50 4,562.50 
1,000 Pe nnsylvania Railroad 
Co., Gen. Mtge., Se- 
cies 1981 986.50 $1,061.25 1,180.00 1,267.50 
00 Pere Marquette Ry. 
Co., Ist Mtge......... 334 1980 1,000.00 1,026.25 
1.000 Re ading Co., ist and 
Ref.. Ser. 3% 1995 1,010.00 998.75 
; (00 Southern Pacific Co... 444 1969 4,282.50 5,175.00 
3.000 U. S. Defense Bonds, 
2% 1954 3,000.00 3,000.00 3,000.00 3,000.00 
: 000 U.S. Government. 2 1953-51 3,000.00 3,000.00 3,000.00 3,112.50 
¢ 000 U. S. Treasury Bonds 2144 1967-72 8,000.00 8,080.00 
STocKs 
Value 
Number of Shares Market or Last Sale 
f Pre ferred Stock Cost 12/11/43 11/28/44 11/21/45 
$ Crane Co., 334% Cum. Pfd............. $2,550.00 $2,675.00 
Glidden Co... 735.00 $ 644.00 $ 707.00 787 .50 
25 International Harvester Co............. 3,686.63 4,226.00 4,500.00 4,637.50 
Number of Shares 
of Common Sk ck 
5 Chesap yeake and Ohio Railway Co........ 1,309.07 1,156.25 1,215.63 1,415.63 
| $5 Commonwealth Edison Co.............. 1,525.51 1,326.87 1,588.13 1,842.50 
0 Erie Rai lroad Co... 279.13 195.00 240.00 357.50 
5) General American Transportation Corp... 3,084.30 2,037.50 2,600.00 2,981.25 
100 General Electric e's 2,738.19 3,737.50 3,937.50 4,687.50 
50 General Motors Corp... 2,057.47 2,512.50 3,075.00 3,612.50 
$8 Glidden CO. 1,635.72 1,073.00 1,392.00 2,146.00 
§0 Houston Lighting and Power........... 3,237.50 3,450.00 4,250.00 
30 Krog ger Grocery and Baking Co.......... 1,297.22 1,593.75 1,850.00 2,362.50 
25 Liggett and Myers Co., B..........+++- 2,018.13 1,600.00 1,937.50 2,478.13 
Link-Belt Co... 2,524.15 1,800.00 1,950.00 2,868.75 
Mesta Machine Ce... 2,007.37 1,375.00 1,750.00 2,450.00 
50 30] C. Penney CG. 2,878.28 4,825.00 5,562.50 6,950.00 
50 Procter and Gamble Co................ 2,459.72 2,818.75 2,825.00 3,200.00 
530 Standard Brands, Inc. 852.62 1,512.50 1,425.00 2,125.00 
50 Standard Oil Co. of California.......... 2,097.27 1,806.25 1,793.75 2,306.25 
50 Union Carbide and Carbon Corp......... 2,867.88 3,200.00 3,956.25 4,950.00 
Wayne Pump Co... 3,114.65 2,350.00 3,075.00 4,250.00 
Since making the above listing, the following changes have been recom- 
mended: 
Sell 
20 Shares Erie Railroad Common 
, 25 Shares J. C. Penney Co. Common 
30 Shares Mesta Machine Co. Common 


50 Shares Standard Oil of California Common 
$2,000 New York Central Ref. and Imp., 444%, 2013 
5,000 Southern Pacific Co., 444%, 1969 
5 : ith the proceeds from Mesta buy Kroger Grocery and shift from Standard 
in to Gulf Oil. With the balance of the proceeds from Erie, Penney, and 
the rail bonds, buy U. S. Treasury 23%, 1969-72. 


Respectfully submitted, 
Roy C. Oscoop, Chairman 
CHARLES C. WELLS 
James WASHINGTON BELL 
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REPORT OF THE PRESIDENT AND SECRETARY ON LONG-RUy 
FINANCIAL POLICY OF THE ASSOCIATION 


At the spring meeting of the Executive Committee, held at Princeto, 
New Jersey, April 19-20, 1945, the President and the Secretary were re. 
quested to draft a memorandum dealing with the problem of long-run 
financial policy of the Association. This request grew out of the discussion 
of proposals involving financial commitments of substantial amount. 
implement the work of the Committee on the Teaching of Economics and 
the Training of Economists, and to underwrite the project for the publici- 
tion of an annual review of economics entrusted to the newly created Com. 
mittee on Contemporary Development of Economic Thinking and Informa. 
tion. Since other worth-while projects will doubtless be proposed from time 
to time, it was thought that the Executive Committee would be aided in 
making its decisions by having before it, for discussion, some statement of 
general financial policy. 

The financial condition of the Association is at present wholesome 
and reasonably strong. Perhaps the best measure of its financial position js 
to be found in the unappropriated surplus. For the fiscal year ending De- 
cember 11, 1945, this figure stood at $66,014.51—an amount which had 
been accumulated through gradual accretions since 1920. As stated in last 
year’s Treasurer’s Report, “this represents a substantial financial! backlog 
to tide us over future exigencies.” 

During the year 1945 the usual administrative and publishing activities 
of our Association have continued, with no very marked change in our 
financial condition as a result of these activities. We have, however, made 
certain special commitments which will reduce the accumulated surplus. 
As of the present time, these commitments aggregate $7,500: $1,000 for 
the Committee on the Teaching of Economics and the Training of Econo- 
mists (Horace Taylor, Chairman); $5,000 for the Committee on Con- 
temporary Development of Economic Thinking and Information (Joseph J. 
Spengler, Chairman); and $1,500 for the Committee on Research (Simeon 
E. Leland, Chairman), which was approved by mail ballot of the Executive 
Committee in November, 1945. 

Although the Association has twice during the past generation had to 
pass the hat to remain solvent, it is not likely that we will soon again have 
to depend upon the generosity of loyal friends to meet deficits, unless our 
activities are substantially expanded without adequate consideration of the 
financial consequences. Aside from the special financial commitments re 
cently made, expenditures have been confined to the publication of the 
American Economic Review, including occasional supplements, the Papers 
and Proceedings, and the Directories, and to the financing of the Office of 
the Secretary, the meetings of the Executive Committee, and the annual 
meeting of the Association. Occasionally relatively minor incidental e 
penses have been provided for committees other than the Executive Com 
mittee. In 1937 and 1938 the sum of $1,833 was subscribed, as a conts! 
tion to scholarship, to the Henry Higgs Bibliographical Research Proip ect 
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These activities can, of course, be readily expanded. It is important, 
vever, that we do not overstep the bounds of our financial capacity. 
om 1920 the officers of the Association apparently deemed it sufficient to 
ceed on a hand-to-mouth basis. When this policy resulted in recurring 
ies, because of mistaken estimates of both revenues and expenses, 
‘he maintenance of a reasonable reserve came to constitute an integral part 
; our financial policy; and this reserve has somewhat fortuitiously been 
enlarged to its present proportions. If most of our unappropriated surplus 
were to be turned into an endowment fund, the income from which could be 
ysed to supplement membership dues, reasonably wide variations of ex- 
\itures would be rendered possible, and outlays could be planned over 
zg as well as short periods and in substantial amounts. This approach 
pears to be as extreme, on the side of conservatism, as was the earlier 
icy, on the side of imprudence. Since the American Economic Association 
as had a vigorous and wholesome development in a field which promises to 
remain vital and important, we think it desirable that a middle course be 
oursued: that we maintain at all times a reasonable reserve, in the interest 
ial health and stability, and that we also expand our activities, 
from ast accumulations as well as from current income, in such directions 
y from time to time be deemed to enhance our usefulness. Our present 

D ropriated surplus appears to be adequate for both these purposes. 

It does not seem wise or feasible, however, to translate these general 
bie tin s into concrete terms. While continuity of policy is highly desir- 
able, it is doubtful whether any group of officers for the time being should 
attempt to prejudge the course of development and to bind their successors. 
What constitutes a reasonable reserve may well be a changing fraction of 

r unappropriated surplus, and what activities may appropriately be 

lertaken, despite their cost, should be judged by the merits of the pro- 
posals submitted for consideration. We have already initiated a number of 
projects which may require added outlays of considerable size. If the ex- 

sive investigation now in process concerning the teaching of economics 
| the training of economists should be carried through to full fruition, 

y substantial financial needs may well be encountered. Similarly, there 

on be no assurance that the publication of an annual review of economics 
may not involve some measure of financial underwriting by the Association 
for a number of years. The labors of the Committee dealing with so-called 
sensus reports” may lead to the establishment of a series of publications 
tters of public policy, with a like need of financial support, at least in 
‘he early stages. Finally, our present intensive exploration of research pos- 

ties May require financial commitments in addition to those already 
These activities, together with such other projects as may approve 
ttemselves to the Executive Committee from time to time, are likely to 
urect the work of the Association into fruitful channels and at the same 
‘me be kept within its financial capacity. This piecemeal approach appears 
¢ preferable to any general long-run financial planning. 
oncrete suggestion does seem to be justified. In view of our favorable 
‘dal position, the Association ought to provide more readily and more 


+ 
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liberally for the necessary expenses of its various committees. There js p, 
justification for expecting members who devote themselves to the servic, 
of the Association to do so without reimbursement of reasonable out. 
pocket expenses required by this service. The problem has arisen jn cop. 
nection with a nuraber of committees now operating. It is likely to aris 
even more frequently in the future. Since the committee work of the Associ. 
ation is in process of expansion, such provision of expense funds appears ty 
be urgent. It would also add to the effectiveness of the Association’s work 
if a fund for clerical and stenographic assistance as well as for necessary 
travel were expressly provided for the President at the beginning of eac) 
term. Under existing circumstances undue reliance is placed upon the acci- 
dental availability of necessary facilities. Many incumbents of the office of 
president are either seriously hampered in their work or must incur per. 
sonal financial sacrifices which should not be imposed upon them. 

I. L. SHARFMAN, Presiden; 

J. W. BELL, Secretary 
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REPORT OF THE AUDITOR 


January 4, 1946 
Executive Committee, 
American Economic Association, 
Eranston, Illinots. 


DEAR SIRS: 

In accordance with instructions we have examined the accounts and re- 
iated records of the American Economic Association for the fiscal year 
ended December 11, 1945, and now submit our report thereon together 


with the following exhibits: 


Balance Sheet—December 11, 1945 Exhibit 1 
Statement of Income and Expenses for the Fiscal Year 
Ended December 11, 1945 Exhibit 2 


Results from Operations 


Net loss for the fiscal year ended December 11, 1945, was $2,584 com- 
pared with net income of $6,134 for the preceding fiscal period as shown in 
the following summary. In the current year $7,500 was appropriated for 
special committees; there was no corresponding item in the preceding year. 


Year Ended Increase 
Particulars Dec. 11, Dec. 11, Decrease 
1944 1945 
Income: 
$19,242 $20 , 260 $1,018 
Interest and 3,299 3,862 563 
Profit on sales of securities..............0.eceee. 2,019 2,162 143 
xpenses 
\dministrative and other operating expenses... .. . $9,114 $ 9,642 $ 528 
19,959 22,890 2,931 
Net operating $6,134 $4,916 $1,218 
Appropriations for special committees............ — 7,500 7,500 


The increase in dues reflects the increase in membership during the 
period under review. Membership at December 11, 1944, and at December 
ll, 1945, as reported by the Secretary was as follows: 


Number of Members 


mo Classification Dec. 11, 1944 Dec. 11, 1945 
“embers: 


po 
1 4,154 
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Interest on bonds owned was accounted for in accordance with state; 
rates; dividends received on stocks were compared with amounts reporte; 
in published records of dividends paid. Computation of the $2,162 gain op 
securities sold is shown below: 


Cost Sales Gain 
Price 
$ 9,555 $11,474 $1,919 
3,628 3,871 243 


$13,183 $15,345 $2,162 


Net publication expense, as shown in the following summary, amounted 
to $11,726 for the current period as compared with $9,312 for the preceding 


period: 
Budgetary 
Year Ended Estimates 
Particulars Dec. 11, 1944 Dec. 11, 1945 for 1945 
Expenses: 
Printing of— 
$10,588 $8, 500 
Proceedings 4,503 
Editor’s honorarium. . 2,500 2,500 
Payments to contributors. . . edie 1,668 1,600 
Editorial clerical salaries Sere 3,300 3,300 
Editorial supplies and expenses... . -* 280 250 
Sundry publication expenses 


Total expenses 


Less—Income: 
Subscriptions, other than members 
Sales of copies 
Advertising 


Total income....... 


Net publication expense... . 


The December, 1945, issue of the Review had not been printed at the 
time of our examination. The $2,900 estimated expense of printing 6, 
copies (and reprints) is included in the costs above. This estimate was base¢ 
on the average cost per page of copy for the preceding issues during the 


year. 
The $7,500 appropriated during the year for special committees and the 
unexpended balance ($6,776.50) per Exhibit 1 are analyzed by committees 


as follows: 
Expenses 
Appropriated During Unexpenced 
The Year Balance 
Committee on Contemporary Development of Eco- 
nomic Thinking and Information 
Committee on Research 
Committee on Undergraduate Teaching of Eco- - 
nomics and Training of Economists 1,000.00 400.00 OU 


$7,500.00 $723.50 $6,776.5 


$5,000.00 
$ 323.50 1,176.50 


broker 
lirect] 
custod 


Inso 


Decem 


| 
Accour 
Allied 
Membe 
| Net i 
$22,800 
$ 8,456 
1,056 Cas 
1,652 
$11,164 The 
........... $9,312 $11,726 
Cha 
of the 
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Financial Condition 


Condensed balance sheets of the Association at December 11, 1944, and 
1045 are compared below: 
Increase 
Dec. 11, 1944 Dec. 11,1945 Decrease 
Assets 
Cash on deposit and on hand 
Receivables, net 
Inventories 
miture and fixtures (net) 
Investments at cost— 


Liabilities 
ccounts payable 
‘llied Social Science Associations.............. 
Income tax withheld from employees 


ership extension fund 
Fund for proposed secretariat 
Committee funds appropriated (not expended). . . 


Balance at beginning of period 
Net income or Joss for period 


T 


Transfers from life memberships 


h on deposit was satisfactorily reconciled with balances confirmed 
lirectly to us by the depositories. 

The receivables of the Association were not confirmed by correspondence 
vith the debtors. Based upon the Association’s past experience, the reserve 
for doubtful accounts appears to be adequate to cover losses. 

Changes in the investment accounts were vouched by examination of 
broker’s invoices and other supporting data. Securities held were confirmed 
lirectly to us by the State Bank and Trust Company of Evanston, Illinois, 
custodian for the Association. 

Insofar as we were able to ascertain, all liabilities of the Association at 
December 11, 1945, are reflected in the accompanying balance sheet and 
the Secretary has represented to us that to the best of his knowledge all 
labilities are disclosed. 

We wish to take this opportunity to express our appreciation of the cour- 
‘esies and co-operation extended to our representatives during the course 
of the examination. 

Very truly yours 
Davip HIMMELBLAU & Co. 
Certified Public Accountants 


$88, 223 $88,155 $ 68 

$ 2,500 $ 3,904 $ 1,404 

829 829 

77 121 44 

1/655 17558 07 

35 35 ~ 

al 6,777 6,777 

68,349 6,159 
2'584 8°718 
25 250 225 
$88,223 $88,155 $ 68 


898 AMERICAN ECONOMIC ASSOCIATION 


EXHIBIT I 
AMERICAN Economic ASSOCIATION 
BALANCE SHEET—DECEMBER 11, 1945 


Assets 
CuRRENT ASSETs: 
Cash on deposit and on hand— 
State Bank and Trust Company, Evanston............. $ 1,331.65 
National Bank of Commerce of Chicago................ 3,150.82 
Receivables— Ir 
Less—Reserve for doubtful 116.13 1,201.47 
Inventories— 
Economic Essays—at nominal value..................-. 1.00 344.69 
INVESTMENTS AT Cost: : 
i 
FURNITURE AND FrxtTuREs (less reserve for depreciation)......... 37.39 ( 
$38,1 
Liabilities, Funds and Surplus I 
CuRRENT LIABILITIES: I 
Allied Social Science 829.44 
Income tax withheld from employees..................... 121.50 $ 4,855.00 M 
DEFERRED INCOME: 
MEMBERSHIP EXTENSION dun 1,558.22 
FUND FOR PROPOSED PERMANENT SECRETARIAT. 
ComMITTEE Funps APPROPRIATED (not expended)............. 6,776.0 
LirE MEMBERSHIPS AND SURPLUS: S 
Unappropriated Surplus— 
Balance December 11, 1944............... $68 , 348.68 
Transferred from life memberships 250.00 
Net loss for year ended acenier 11, 1945 ot 
2,584.17 66,014.51 69,749! 
$88, 155.18 


i 
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EXHIBIT 2 
AMERICAN Economic ASSOCIATION 
STATEMENT OF INCOME AND EXPENSES 
FiscaAL YEAR ENDED DECEMBER 11, 1945 


Particulars Amount 
INCOME 
Regular, junior and family members...... . $20,031.27 
Subscribing and contributing members... . . 228.75 $20,260.02 


Investments— 
Interest and dividends: 
$ 3,968.84 
Less—Custodian’s fee. 106.72 3,862.12 


Gain on sales of securities: 


Bods... $ 1,918.94 
Stocks. . 242.88 2,161.82 6,023.94 
9 Total cites $26, 283.96 
\dministrative and other operating expenses— 
Executive Committee expenses............ 698 .67 
Other committee expenses. ............... 320.49 
Stationary and supplies.................. 373.87 
Insurance 200 .00 
vision for depreciation. ............... 80.41 
Telephone and telegraph................. 76.31 
\merican Council of Learned Societies— dues 75.00 
expenses— 
2 Payments to contributors................- 1,668.50 
30 rial supplies and expenses............ 280 .06 
publishing 50.64 
Total publication expenses........ $22,889.59 


Publication income: 


Subscriptions, other than 
Sales of 1,055.88 
: Net operating income............ $ 4,915.83 
“PROPRIATIONS FOR SPECIAL COMMITTEES 
$6,776.50 not expended at December 11, 1945) 7,500.00 
Net loss (Exhibit 2)... $ 2,584.17 
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REPORT OF THE MANAGING EDITOR OF THE AMERICA, 
ECONOMIC REVIEW FOR THE YEAR ENDING 
DECEMBER, 1945 


From July, 1944, to August, 1945, the Review was under the managemen; 
of Professor Fritz Machlup as Acting Managing Editor during my absence 
as an officer of the United Nations Relief and Rehabilitation Administratio, 
at its European Regional Office in London. The Executive Committee yj 
no doubt concur in the opinion that Professor Machlup performed the 
duties in a most satisfactory manner. I wish to take this et 
thank the Executive Committee for granting me leave of absence ; 
making possible what turned out to be a most interesting tour of duty with 
UNRRA. 

In recent years, the annual report of the Managing Editor has made 
running reference to the relatively small number of satisfactory manuscripts 
received. This has continued to hold true up to the present time, but there 
is some evidence of a change in the trend and it is to be expected that over 
the next two or three years, following the release of many economists from 
public duties, the amount of manuscripts received will undergo a sharp 
increase, and it is hoped that the quality will also improve. 

In spite of the difficulty just mentioned, the amount of materia! published 
has undergone no decrease. In fact, the 1945 volume is the largest yet pro- 
duced. This has been due in substantial measure to an active editorial 
policy expressed in two ways: (1) by stimulating the preparation of articies 
on subjecs of timely interest; and (2) by discovering the existence of docv- 
ments of interest to the Review. The size of the 1945 volume is largely 
accounted for by a quite unprecedented number of short articles and dis- 
cussions in the Communications section, in some measure induced by edi- 
torial enterprise. 

In this connection, there arises a perennia] question concerning the degree 
of editorial enterprise which is appropriate. I take it to be a first principle 
that the Review is, and must be, primarily a ‘members’ journal,” publishing 
for the most part articles voluntarily submitted. There is, however, a on- 
stant flow of timely topics the discussion of which in the Review ought not 
to be left wholly to chance, and I take it to be an editorial duty to induce 
such discussion. My practice has been not to solicit articles for which bg yub- 
lication is promised but rather to stimulate the writing of articles wi 
commitment to publish. During my tenure, this practice has not resu! tl 
in the failure to publish any really meritorious article voluntarily subm 
Even when the flow of such articles increases, no editorial dilemma " 

I think, arise so long as “induced” articles have to stand competition with 
all others which are available. neal 

A secondary problem arrives in connection with the extent to whica Me 
Communications section should be developed at the expense of leading 3 g ar 
ticles. I know of no way of stating an answer to this question in any 0" 
terms than editorial judgment concerning the relative interest and im| 
tance of available subject matters, but on this, as on all other matters ° 
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editorial practice, I shall constantly welcome the critical comments of the 
Executive Committee and of the membership of the Association at large. 

During the past two years two or three specific instances have arisen 
which emphasized certain matters of editorial policy and practice with re- 
spect to book reviewing, and I have welcomed the interest and constructive 
- ggestion s of the Executive Committee. The central question is that of 
the choice of reviewers on controversial questions and the range of expres- 
sion permitted them. It is my general view that no policy on this matter 

s capable of articulate statement other than the choice of unquestionably 
competent reviewers and the requirement upon them that they clearly and 
mirly state the argument upon which they are proceeding to comment. 
The best service that can be rendered to improve this situation is that per- 
sus who perceive what appear to them undesirable examples of reviewing 
‘nvey their critical comments to the Managing Editor. Experience and 
jticism are necessary concomitants to the improvement of editorial prac- 


" A statistical summary of the contents of the Review in 1945, with cor- 
esponding figures for 1944, is presented below, exclusive of the Proceedings: 


1945 1944 
No Pp. No. P 

ading 26 454 23 460 

T0- . 125 245 120 283 
al Classified list of new books.............. Res 73 63 
1 t of periodical articles............. 48 35 
ies t of 13 15 

ey 1,058 974 


[he articles, communications and book reviews were contributed by 159 
persons, as compared with 147 in 1944. “ 
The table below presents the actual expenditures in 1945,' in comparison 
a the estimated budget and with actual expenditures in 1944. 


Ing Budget Actual Actual 
on- 1945 1945 1944 
(paper, postage, reprints, etc.)..... $ 8,500.00 $10,167.64" 8,747.83» 
ice Clerical 3,300.00 3,300.00 3,186.50 


$16,500.00 $17,836.86" $16,212.29» 


is figure contains estimated cost of the December number, which (including the cost of 
not yet been billed. 
us igure is revised by 14 cents from last year’s statement to show actual rather than 
1 cost of reprints from the December number. 


© expenses shown in the statements of the Managing Editor do not tally exactly with the 
ents of the Treasurer because (a) the latter are for a fiscal year ending Decem- 
than the calendar year, and (b) the Treasurer and Auditor, at the time they close 
not know the cost of the December issue and have toinclude estimates based upon 
. september issue, whereas the Managing Editor, at the time of his report, may 
lave received the | bill for the December i issue, or at least the data needed for a closer estimate. 
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Expenses in 1945 exceeded the budget by $1,336, almost entirely reflecte; 
in the printing costs. Printing costs exceeded 1944 by $1,420. There wer 
two primary reasons for the excess: (1) The average number of Copies 
printed quarterly rose from 5,925 in 1944 to 6,425 in 1945, or 2,000 Copies 
increase for the year. The December, 1945, printing was 6,600. (2) The 94; 
volume was substantially larger than the 1944 volume and containe; 
unusually costly engravings. The base contract price for 1944 was $3.47; 
and in 1945, $4,028 (December estimated), or an increase due to both 
numbers and size of $554. Increase in paper costs was $450. Increase jn § 
and 10 point type and engravings was $373. These three items come ty 
$1,377, or practically the whole increase of 1945 over 1944. 

The printing and mailing costs of a volume of 1,000 pages (excluding a¢. 
vertising pages) at present levels of cost and circulation will fall betwee, 
$9,500 and $10,000. Any increase in costs or in circulation would be addi- 
tional. On this conservative basis, I recommend the following budget for 
1946: 


Printing (paper, postage, G86.) $10,000. 


$17,750.00 


The contingent appropriation authorized for the publication of a supple- 
ment to the Review in 1945 was not drawn upon. In view of other possible 
drains upon the funds of the Association for publication purposes, no request 
is made for the renewal of the appropriation for 1946. 

Some years ago I brought before the Executive Committee tentative sug- 
gestions for changes in the format of the Review which would make it more 
attractive to the eye and more easily read. It was necessary to lay the idea 
aside during the war, but I shall in due course wish to bring the matter up 
again. 

At the beginning of my tenure as Managing Editor, I prepared for the 
Executive Committee a document suggesting the need of a broader pub!- 
cation program by the Association, and it has been my thought that alter 
the end of the war this subject should be brought up for full exploration. !! 
is of interest to note that two aspects of it are being brought up ths 
year in the reports of two committees: (1) the proposal for a Reet 
of Economics by the Committee on Development of Economic Thinking 
and Information and (2) the proposal to publish statements on economic 
policy made by the subcommittee on consensus. The discussion of thes 
reports will undoubtedly open up the whole broad question of the Associs- 
tion’s publication program, including the relation of such a program to Ue 
Review. At the pleasure of the Executive Committee I shall be happy ' 
present my views on this subject. oa 

The members of the Board of Editors have during the year given uniauins 
and invaluable assistance, not only in selection of manuscripts, but @s° 


Prof 
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-ounse] upon various matters of editorial policy. The Board has consisted of 
Professors George N. Halm, Mabel Newcomer, Norman S. Buchanan, 
Pau! A. Samuelson, Kenneth E. Boulding and Paul T. Ellsworth. The 
erms of Professors Halm and Newcomer expire at the end of 1945, requiring 
sccessors to be chosen by the Executive Committee. 

With the end of the war and the resumption of regular annual meetings 
‘the Association, plans have been made for a conference of the Board at 
the Cleveland meetings. It is intended that such conferences shall be an 
.nnual feature hereafter, at which questions of editorial policy and practice 
in be fully discussed. 

Respectfully submitted, 
Paut T. Homan, Managing Editor 
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REPORT OF THE BOOK REVIEW SUBCOMMITTEE OF 
THE EXECUTIVE COMMITTEE 
APRIL 17, 1945 


The Committee, composed of Eveline M. Burns, Frank W. Fetter, an¢ 
Howard S, Ellis, Chairman, met at noon on March 21, 1945. By the invita. 
tion of the Committee there were also present Fritz Machlup and Edwin 
G. Nourse. 

The Committee considered a suggestion that every review be submitted 
to the author for criticism before publication. The sentiment of the Com. 
mittee and its visitors was unanimously opposed to such a requirement. The 
chief difficulty would be the very great delay in carrying out such a process, 
Some authors are abroad, some books have numerous authors, some authors 
are completely preoccupied with other things, and occasionally even, av- 
thors are deceased. The process of exchange of views between the reviewer 
and author might drag out almost indefinitely, and even then very often 
terminate with categoric objection on the part of authors to the appraisals 
made in the review. It was felt that reviewers would be less critical and 
candid, and in general capable economists would be reluctant to undertake 
reviews if this requirement were imposed. However, in considering this pro- 
posal the Committee recognized that in some cases reviewers might actually 
want to allow the author to examine the review in advance of publication 
and in these cases the editor might facilitate the process, if that were re- 
quested by the reviewer. 

The Committee considered also the suggestion that the Managing Editor 
submit each review, after reading it himself, to some other member of the 
Board. Dr. Machlup pointed out, however, that this again would make for 
long delays in the appearance of reviews and that it would almost double 
the work of the Managing Editor’s office. The Committee, however, ce- 
sires to retain something of this suggestion in the form of the following 
recommendation to be transmitted by the Executive Committee to te 
Managing Editor: that, in cases of reviews which for one reason or anotht 
appeared to be “doubtful” (suspiciously laudatory, immoderately critica, 
of uncertain accuracy, etc.), the Managing Editor submit the review 1 
question to another member or other members of his board or to a quauiec 
outsider. P 

The Committee also believed that a printed “Suggestions to Reviewers 
should be drawn up in such a fashion as to guide reviewers in general an 
warn them of the worst mistakes. The Committee delegated the task 0! 
drafting these suggestions to Dr. Burns and supplied her with a number 0! 
comments and guiding principles. This draft has been checked over ane 
modified somewhat by the other members of the Committee and by 
Acting Managing Editor, and is attached to the present Report. — 4 

The two suggestions made thus far are precautionary in their gener 
character. In case grievances nevertheless arise, the Committee beueves * 
is desirable that the Executive Committee request the Managing Editor 


TL 
Kevile 
‘ 
A 
| 


REPORT OF THE BOOK REVIEW SUBCOMMITTEE 905 


transmit to the President of the American Economic Association all written 
ints with reasonable promptness after their receipt. 
Respectfully submitted, 
EVELINE M. Burns 
FRANK W. FETTER 
Howarp S. Chairman 


AMERICAN ECONOMIC REVIEW 
SUGGESTIONS TO REVIEWERS 


The growing volume of professional literature in recent years and the 
reasing specialization in the field of economics have elevated the Book 
Review Section of the A.£.R. to a new importance. More than ever before, 
professional economists outside their own special fields have to rely upon 
the judgment of reviewers in appraising the value of a book or document. 
The responsibility of the Editor, of the Editorial Board, and of the indi- 
lual reviewer is correspondingly great. 
view of these facts, the Managing Editor and the Board of Editors 
suggest that prospective reviewers for the A.E.R. should bear in mind the 
ing considerations: 
Within the limits of space allotted, the review should give the reader 
f statement of the content and organization of the book and its rela- 
nship to other studies in the field, as well as the reviewer’s own evaluation 
ism. 
2. While care is taken by the Editor in selecting, from the great number 
ments received, those which appear to deserve notice, he would 
ite it if a prospective reviewer, after having read the document, 
tify him if the book does not appear to be worth reviewing. 
in general it is not desirable to utilize any substantial space for itemiz- 
g misprints or minor errors and inaccuracies. Where such errors are numer- 
this fact can be noted in a sentence pointing out two or three instances. 
+. It should be self-evident that a book should be accepted for review 
i the reviewer is prepared to read the entire work carefully and to 
g in the present statement of policy is intended to limit the free- 
reviewer to express freely his own judgment of the document 
If in the course of his editorial functions the Editor should 
ssary to suggest changes in content, reviewers are assured that, in 
g the policy expressed by the Executive Committee, the review 
r | not contain any alterations that have not been approved 
er. Nor is it desired to reduce all reviews to a stereotyped 
ontrary, it is hoped that the Review Section of the A.£.R. 
n increasingly valuable portion of the journal, characterized 
1! contributions and by continuous debate and clarification 
‘standing theoretical and practical issues of the times. This objec- 
re surely achieved if reviewers will at all times bear in mind 
sibilities to professional readers in the ways which have been 
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REPORT OF THE BOOK REVIEW SUBCOMMITTEE OF 
THE EXECUTIVE COMMITTEE 
JANUARY 20, 1946 


Since its report to the Executive Committee at its meeting in Princeton, 
April, 1945, the Book Review Committee has not found that the circum. 
stances called for a meeting. We should like to direct the attention of the 
Executive Committee, however, to a suggestion made informally at an ear. 
lier juncture; namely, the desirability of having more book reviews o/ 
government documents in the American Economic Review. We believe this 
is desirable in order to make more generally known to economists the 
wealth of statistical data and analytical studies published by the various 
government departments. The reviews would presumably indicate the c¢ 
tent of the publications and give some professional judgment as to their 
relevance and significance. Another purpose which would be served by these 
reviews would be to indicate to government servants the value set upon 
their studies by professional economists. 


tee that it devote some attention to this suggestion. 
EVELINE BURNS 
FRANK W. FETTER 
Howakrp S. ELLIs, Chairman 


REPORT OF THE SPECIAL COMMITTEE ON THE ELECTiIoyx 
OF HONORARY MEMBERS—FOREIGN 


Uni 

The Book Review Subcommittee recommends to the Executive Commit- mes 


REPORT OF THE GENERAL COMMITTEE ON 
REPUBLICATIONS 


The Committee desires to report on the impending publication of one 
-olume and the initial stages of work upon another. The first, entitled, 
Readings in the Theory of Income Distribution, has already gone to the 
orinter and will prospectively be published in May. It is the work of a com- 
mittee under the joint chairmanship of Professor William Fellner, of the 
University of California, and Professor Bernard Haley, of Stanford Uni- 
ersity. It will include an exhaustive bibliography prepared by Mr. Frank 
Norton and will consist of thirty-two articles and essays previously pub- 
shed in the journal literature. 

The success of the venture so far has seemed to warrant continuation with 
nother volume which will be devoted to Readings in International Trade 
heory. With the help of Mr. Lloyd Metzler, the Chairman has carried on 
the initial phases of this undertaking, including the preparation of the 
bliography. The selection of articles for publication will be initiated within 
the next few months. 

Kari L. ANDERSON 

James W. BELL 

Howarp S. E is, Chairman 


REPORT OF THE SPECIAL COMMITTEE ON THE ELECTI0y 
OF HONORARY MEMBERS—FOREIGN 


Your Committee, having given further consideration to the report of 
the committee which served under J. H. Willits in making recommendation; 
for the election of foreign honorary members to the American Econom) 
Association and having considered the action taken with reference to the 
panel submitted by that committee at the meeting of the Executive Coy. 
mittee of February 2, 1945, makes the following recommendations: 

1. That the Association adopt as standing instructions to successive 
committees on the selection of foreign honorary members the six criteria of 
eligibility drafted by the Willits’ committee. (See Proceedings, 1945, page 
493.) 

2. That the Association consider the names of foreign scholars recom. 
mended by the Willits’ committee as a panel from which further selections 
could be made in 1946 and 1947. 

3. That not more than three foreign honorary members be elected in any 
one year. 

4. That in 1947 and in each third year thereafter a new committee on 
nominations of foreign honorary members be appointed by the then presi- 
dent of the Association to report a new panel of names for consideration by 
the Executive Committee. 

5. Besides submitting a panel of names, these committees would be in- 
vited to suggest alterations in, or additions to, the criteria of selection sub- 
mitted by the Willits’ committee. 

6. In submitting the panel of recommended names, the committee on 
nomination of foreign honorary members should append a succinct but 
specific statement of the reasons which led them to the inclusion of each 
name, with such documentary material as they may think appropriate 
for the information of the officers and Executive Committee in making their 
choices. 

7. No name shall be included in the panel of candidates except by the 
unanimous action of the committee on nominations of foreign honorary 
members. Election shall be by vote of the President, the Vice-presidents, 
and the Executive Committee, eight affirmative votes being necessary. 

8. Names of candidates shall be submitted at the first meeting of eact 
newly elected Executive Committee and election be made at the ensuing 
spring meeting. 

9. Following the election of any foreign honorary member or members, 
the Secretary of the Association shall prepare a notice of such selectior 
including a statement as to the character of distinguished work which 5s 
led to such selection, this to be included as a special “Note” in the Prv- 
ceedings issue of the Review and copies of such “Note” to be sent to te 
newly elected member along with the official notice of his election. 1's 
notice or citation should also be read by the Secretary or President at 
business session of the next annual meeting of the Association. 

Respectfully submitted, 
J. S. Davis 
A. B. WOLFE 
E. G. Nourse, Chairman 
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REPORT OF THE COMMITTEE ON HONORS AND AWARDS 


At the meeting of the Executive Committee last spring, the Committee 
o Honors and Awards made an Interim Report. This report reviewed the 


experience of many learned societies with honors and awards. The Com- 
mittee was instructed to continue its work and to make a final report to the 
Executive Committee. 


The Committee’s review of the experience of other associations yields no 
ear evidence that honors and awards have had a definite effect in stimu- 
ting distinguished work. Nevertheless, they may have some effect. The 


Committee believes that a special award might serve a useful purpose in the 


\merican Economic Association. It would give the Association a way of 
oferring a high honor upon a man without requiring him to assume the 


burden of the presidency of the Association. The principal responsibility 


‘the President is organizing an annual program. As the body of economic 
wledge expands and as the number of specialists in different branches of 
mics increases, the task of arranging a program becomes more and 

re time-consuming. It is a task which is not congenial to some men. 


Furthermore, men who have been absorbed in important economic research 
may find it quite difficult to keep informed concerning the work of the most 


mising young men in other fields of economics. 
fhe administrative responsibilities of the presidency have made some 


men reluctant or unwilling to accept the place. The institution of a special 


for work of high distinction would promise to the Association a freer 
selecting for the presidency each year a man peculiarly suited to 
ministrative duties of that office. For these reasons, the Committee 
vends that the American Economic Association create a special 
for the purpose of honoring distinguished work in economics. The 
recommendations of the Committee are as follows: 
[he award shall be made for distinguished and significant contribu- 
onomics. By this is meant that the award shall not be made in 


recognition of outstanding teaching or of exceptional service in administra- 


positions either public or private. The award shall be known as the 
stinguished Contribution Award.” 


2. Consideration of candidates for the award shall be made annually, but 


ward should not ordinarily be made more frequently than once every 
¢ or five years. It is important, in the view of the Committee, that the 
should be kept one of high distinction. For that reason, the Com- 
believes that the award should be made only for work which has 
z4 excellence and appears to have lasting importance. 
‘omination for the award shall be made by the regular nominating 
mittee of the Association. Selection shall be made by the same “Elec- 
ollege” which selects the nominee for President. Suggestions for 
Ss to receive the award should be received with the ballots as is now 
ase in the selection of the President. 
lhe selection will ordinarily be made in March or April at the same 
© that the President of the Association is selected. 
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5. If the recipient of the award agrees to accept it, he shall prepare , 
special address for presentation at the next annual meeting of the Associa. 
tion. This address shall be given at the session of the Association at which 
the award is made and shall be published in the American Economic Revie, 
together with the President’s address. 

6. Persons who have been president of the American Economic Associa. 
tion prior to the institution of the award shall not be eligible to receive jt, 
Persons who are elected president after the institution of the award, how- 
ever, shall not be barred trom consideration. Nor shall receipt of the award 
bar a person from being selected president of the Association. 

A word should be added in explanation of the last condition. To make past 
presidents eligible for the award might unduly restrict the opportunities of 
the Association to recognize distinguished work by men who have not held 
the presidency. It would be a mistake, however, in the judgment ot the 
Committee, to bar from the presidency persons who are given the award 
This might lead to a misinterpretation of the significance of the award; 
that is, it might foster the belief that the award was a sort of “consolation 
prize” for persons who were not nominated for the presidency. The Com- 
mittee believes that would be quite unfortunate. The award, in the judy- 
ment of the Committee, should constitute an honor comparable to that 
conferred by the presidency. 

Respectfully submitted, 
SUMNER H. SLICHTER, Chairman 
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REPORT OF COMMITTEE ON ECONOMISTS IN THE 
PUBLIC SERVICE 


The Committee on Economists in the Public Service was established to 
‘vestigate the following question: “What are the trends in professional 

mpetence of economists in the public service and what can be done to 
»prove the standards of professional competence?” 

The Committee herewith submits a report in two parts. Part I is a de- 
sription of the present status of professional work in the field of economics 
» the federal public service. Part II presents recommendations for improv- 
professional standards for work in economics in the federal service. 


I. Present Status of Work in Economics in the Federal Service 


The three lowest grades! in the federal professional economic service are: 
P-| Junior Economist (entrance salary $2,320 per year); P-2 Assistant 
Economist (entrance salary $2,980 per year); P-3 Associate Economist 
entrance salary $3,640 per year). Before the war approximately the fol- 
lowing standards applied to these grades. Entrance to the lowest grade has 
required a bachelor’s degree with a major in economics, or its equivalent in 

g or experience. A year’s successful experience in grade P-1 has quali- 
the incumbent for promotion to grade P-2, provided a vacancy at P-2 
available. Similarly a year’s successful experience in grade P-2 has 
ified the incumbent for promotion to grade P-3. These three grades are 
bus approximately at the same professional level as graduate work in a 
niversity. Both are postgraduate; both are below the level of full profes- 
competence. However, from a financial point of view the federal 
ns were in general more attractive than the assistantships or part- 
e teaching positions available in connection with graduate work even 
fore the recent salary increase. 
ne upper grades? in the classified professional service range from P-4 
Economist (entrance salary $4,300 per year) to P-8 Chief or Head Econo- 

t (entrance salary $8,750 per year). For each grade a year’s successful 

nce in the next lower grade has been acceptable as qualifying a per- 
for entrance. However, it would normally take a person considerably 

an seven years from entrance into the grade P-1 to qualify for grade 
P-8. Unless a vacancy is available, a new job must be set up before a person 
can be put into it. 

If on the basis of an employee’s record (his formal efficiency rating may 
‘may not be taken into account) the appointing agency is prepared to 

‘eps for his promotion from one grade to the next higher grade, it 

t practice has been to drop the qualifying adjectives, “junior,” “assistant,” “asso- 

r,”’ etc. The salary scales were increased effective July 1 to the figures here given. 

= In general in determining the eligibility of a candidate for a given federal job, the Civil 
“vice Commission passes judgment on the extent, quality, and appropriateness of his ex- 
‘ace anc training. Within the limits permitted by the Civil Service Commission certifica- 


= Procedures, judgment of a candidate’s ability or competence as such is left primarily to 
We appointing agency. 
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must establish his qualifications before the Civil Service Commission, By; 
prior to so doing, there are two administrative prerequisites to setting up 
a new job. The appointing agency must have funds available to cover the 
salary increase involved. Under the Classification Act the agency must als, 
prepare and submit to the Civil Service Commission a job description for 
the new job, and the Commission must classify the job. The Commission 
may find that the new job is not a grade above that now occupied by the 
employee the appointing agency proposes to promote, or even that it is q 
nonprofessional job. 

Eight major considerations which the Commission takes into account in 
classifying the level of a job may be cited. In general the level of a job is 
deemed to vary directly with: (1) the level of the profession or administra- 
tive officer to whom the incumbent reports; (2) the levels and numbers of 
persons reporting to the incumbent; (3) the extent of authority delegated 
to the incumbent to make commitments on behalf of the agency; (4) the 
levels of those in other agencies with whom he has contacts; (5) the difficulty 
of the work performed and the extent to which originality is required of the 
incumbent; (6) the breadth of the field with which he is concerned; (7) the 
length of previous experience or training required for proper performance of 
the job. And to vary inversely with: (8) the extent to which rules have been 
established to guide the incumbent in his work. 

The assignment of jobs to the various grades, P-1 through P-8, thus draws 
sharp administrative lines as between the several professional levels, some- 
what as lines are drawn in academic life by academic ranks. However, for 
any of the grades above P-4 it is not at present possible to establish even a 
rough correspondence with academic positions, in respect to the level of pro- 
fessional competence involved. Moreover, one may question how satisfac- 
torily the lines drawn between job levels in the federal professional service 
for administrative purposes reflect differences in levels of professional at- 
tainment. A similar question can be raised respecting academic ranks. 

In the academic world sharp lines are drawn not only as between levels of 
competence but also as between fields of competence. In the federal publ 
service—so far as economists are concerned—no correspondingly sharp lines 
are drawn between fields of competence. This is true not only within the 
field of economics, e.g., between work in banking and work in railroads, but 
it is true also as between economics and other lines of work, e.g., between 
purely professional economic positions on the one hand and partly adminis- 
trative work, or partly executive positions, or positions involving detailed 
familiarity with a particular industry, or the managing of a statistical office 
on the other hand. Moreover, positions vary in the proportions of their pro- 
fessional content: one P-8 may be exclusively an economic research job; 12 
another job policy or administrative functions requiring professional train- 
ing or experience may be predominant; and the proportion of profession! 
content in a job may vary from time to time. Professional economit com- 
petence may be important for positions classified in the clerical, adminis 


tive, and fiscal services. 
The absence of clear-cut field-delineation makes for an absence of com 
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»artmental-mindedness in social science positions. But it also strengthens 


-he temptation to shift from professional to policy and administrative work. 
The converse type of shift is also possible—to a professional job from a 
related nonprofessional assignment. Thus a substantial number of persons 
have entered important economic posts in the federal service with little or 
oo formal graduate training in economics. Both promotion from one grade 
+o another and horizontal shifts from nonprofessional to professional as- 
signments at the same level have contributed to this development. Indeed 
there is reason to believe that, even before the war, there had been an up- 
ward trend in the proportion of government economists with little or no 
craduate training in economics. 

Because of the absence of field-delineation it is not possible to say how 


to May, 1939, and, because of the absence of clear delineation between 
fields and variations in job titles, they are only rough approximations. They 
are based on a sample of classified positions. Probably most economists at 
grades P-4 and above at that time were included in the following general 
croups in this study: 291 business and other economists, 324 agricultural 
economists (exclusive of agronomists, etc.), and 320 social economists.‘ 
The latter group may include some economists although it was probably 
made up mainly of sociologists and social workers. There were also 166 
statisticians, at grades P-4 and above, some of whom would be regarded 
by the profession as economists. 

The Examination Division has occasion to define an “economist” each 
time it announces a general examination in the field. Thus, in Announce- 
ment No. 129 (September 19, 1940) it states the duties of an economist as 
follows: 

To initiate, plan, direct, co-ordinate, conduct, or assist in conducting professional economic 
research in the field of one or more of the optional subjects chosen from the list at the head of 
this announcement, including the collection, compilation, evaluation, analysis and interpre- 
tation of basic data and the preparation for use or publication of the results thereof; to repre- 
sent the employing agency in establishing and maintaining working relationships with other 
federal or state agencies engaged in similar activities; to supervise professional] and clerical 
workers of lower grade; and to perform related work as assigned. 


The optional subjects referred to were as follows: 


Analysis of General Economic and Business Conditions, (2) Consumer Problems, (3) 
nomic Theory, (4) Government Regulation of Business, (5) Housing (including Urban 
conomies), (6) Income and Wealth Analysis, (7) Industry Studies, (8) International 
‘rade and Finance, (9) Labor Economics, (10) Marketing, (11) Money, Banking, and In- 
vestment Finance, (12) Population Problems, (13) Price Theory and Analysis, (14) Public 
Finance, (15) Public Utilities and Communications, (16) Social Insurance, and (17) Trans- 
rtation. 


At least one difference between this definition of an economist and that 
‘mployed by the Classification Division may be noted. According to the 
atter, a specialist in public finance is classified in the clerical, administra- 
‘ve, and fiscal services. Presumably none of the government economists 


report prepared for the President’s Committee on Civil Service Improve- 
ment, 1939, 


. many economists the federal government employs. The last available figures 
n classified positions (mainly in Washington) in various professions relate 
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then engaged in work primarily in the field of public finance was included 
under the 291 business and other economists referred to above. 

For a full understanding of the operation of the processes of appointment 
and classification as applied to professional economist positions it is impor. 
tant to take account of the human resources at the disposal of the Cjyij 
Service Commission. The Commission avows the principle that questions 
of the level and field of professional competence should be determined op 
the basis of the judgment of professionally competent persons. But financia! 
and other administrative factors—including the operation of Selective 
Service—have hampered the Commission’s program for developing a pro- 
fessional staff in the field of economics. The Classification Division has never 
had a full-time economist to deal with the classification of economist jobs, 
although it avails itself of the services of economists as consultants from 
time to time. Some years ago, the Examining Division established an econo- 
mist job (and several other professional positions) in the grade P-6, en- 
trance salary now $6,230, in order to strengthen its professional staff. This 
examiner' has been assisted by several persons in lower social science classi- 
fications. His responsibilities extend to various related fields: statistics, busi- 
ness analysis, sociology, geography, etc. Little or no specialization of re- 
sponsibility within the field of economics has been developed, except pos- 
sibly for agricultural economics. 

One aspect of the nature of most government economist positions—or 
rather of the nature of the assignments involved—calls for special comment. 
Partly because the end-product of economic research is often the prepara- 
tion of a memorandum for an executive to meet a deadline measured in 
days (or even hours) or the maintenance and improvement of a current 
monthly or weekly statistical measurement, partly because administrative 
responsibilities are frequently combined with professional responsibilities, 
many government economists have too little time for the consideration oi 
longer-range problems and for keeping up with the broader developments 
in the field of economics. In this respect academic positions lave a distinct 
advantage both because of longer vacations and because of sabbatical leaves. 
Too often, even before the pressure of work occasioned by the war, a govert- 
ment economist tended to live on his intellectual capital and to find little 
opportunity for a broader intellectual development. 


IT, Recommendations for Improving Professional Standards 


During the past thirty years the role of economists in the federal public 
service has been of ever increasing importance. There has also been @ 
marked upward trend in the number of government economists. Althoug! 
the growth of this group of professional employees has not been recorce¢ 
statistically, it is known that it was sharply accelerated during World War 
I, again during the Great Depression, and still again during World War IL. 
Further, the knowledge of economic conditions and of economic process 
possessed by professional students has come to be relied upon increasing: 
by government executives and administrators. 


* For a time there were two such examiners. 
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This Committee is of the opinion that these trends will continue in the 
vears ahead. The responsibility that will rest upon government economists 
will clearly be much greater than in any previous peacetime period. The 
complex postwar social and economic problems with which the government 
il] have to deal will call for competence of a correspondingly higher order. 

Since the government will necessarily continue to rely on economists 
whose professional competence is to an important extent the result of their 
—_ sqecok experience in federal posts, a major part of the problem of as- 
suri properly qualified economists in that federal service is the provision 
of improved procedures affecting the experience. 

Th .e problem of assuring properly qualified economists has been compli- 
cated by various wartime developments including: (1) wartime upgrading 
and a substantial increase in the proportion of incumbents of federal pro- 
fessional positions who have had relatively little off-job professional train- 

z: (2) liquidation of professional economist positions in emergency agen- 
cies and units; (3) veteran’s preference as applied to a greatly increased 

mber of veterans. 

The problem of providing professional personnel of high competence 
should be approached in part through procedures during the present transi- 
tional period from war to peace. But it is essential that it be approached 
also through modifications in permanent personnel practices of the public 
service. The upgrading that has taken place during the war, and the tem- 
porary modification of previously established procedures should be made 
the occasion for the permanent establishment of standards of competence 

, new high level. It is desirable that some of the personnel of emergency 
agencies be placed in permanent agencies, but such temporary adjustments 

not meet the long-run requirements unless there are important modifi- 
cations in the personnel procedures designed to insure an improvement of 
professional standards. 

In view of the considerations set forth above the most urgent needs for 

mproving professional standards for work in economics in the federal 
public service appear to be: (1) the provision of field-delineation, not on a 
arrow special y basis, but as between professional work in economics on 
the one hand and other types of work, particularly nonprofessional work, 
mn the other hand; (2) the implementation of the principle that on questions 
of the level and field of professional economic competence there should be 
adequate procedures to make available the judgments of professionally 
competent persons; (3) provision of adequate opportunities for economists 
in the federal service to keep up with their profession and to develop pro- 


In order to accomplish these purposes the following recommendations 


are offered: 


l. That the Civil Service Commission establish and maintain a list of 
tose positions, P-4 or CAF-11 and above (hereinafter called “listed posi- 


as”), the work of which is preponderantly professional work in the field of 
economics, 


2. That after the establishment of such a list the following conditions be 
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required for each new appointment to a listed position, in addition to re. 
quirements now in force: (a) The candidate should be required to estabis) 
that he has done a substantial piece of competent, independent economi 
research, the results of which are set forth in a written report a copy of which 
is permanently on file with the Commission or in a library approved by the 
Commission for the purpose; (b) the candidate should be required to esta). 
lish that he is professionally, competently conversant with the current statys 
of work in two broad phases of economics other than the phase of economics 
with which his qualifying independent research is concerned. 

These two recommendations are complementary. If field delineation for 
economics as a whole is to be accomplished, it is essential both that 
professional economist positions be identified as such, at least for the higher 
grades, and that there be provision for distinguishing a person who has 
professional competence in economics from persons of the same level of 
competence in other lines of endeavor. Listed positions would need to be 
reviewed from time to time to determine whether the work they cal] for 
continues to be preponderantly professional work in economics. 

3. That promotion to a higher grade from a grade of P-6 or P-7 
CAF-13 or 14) for listed positions be made primarily on the basis of the 
professional attainment of the incumbent and without regard to the level 
of any noneconomist he contacts, supervises, or reports to, and without 
requiring any broadening of the field of his responsibility, provided always 
that the incumbent’s position continues to be a listed position. 

It is believed that this recommendation would add materially to the 
effectiveness of the field-delineation above proposed, and would focus at- 
tention in questions of promotion on professional considerations rather than 
on “pyramids” and “ceilings.” It would also emphasize the need for indi- 
vidual consideration in each case. 

4. That in order to implement more fully for the field of economics, the 
principle of making available on questions of professional competence the 
judgments of professionally competent persons, the Civil Service Commis 
sion should establish a system of committees, selected from a panel of both 
government and university economists of high professional standing, the 
functions of these committees to be to give the Commission the benetit « 
purely advisory judgments on questions pertaining to levels of professiona! 
competence in economics referred to them by the Commission: (a) when 2 
federal employee or an applicant for a federal position appeals on grounes 
involving such a question, or (b) when an appointing agency appeals 
grounds involving such a question, or (c) when the qualifications of a cane 
date for appointment to a listed position are challenged by an incumbent ¢! 
another listed position, or (d) when for any other reason the Commissio 
decides to refer such a question. 

The Commission will never be so well staffed that all of the work ® 
examination, certification, and classification for a professional position "4 
given field of economics can be done by Commission officers and employees 
whose professional competence in the specialty involved is at least equa! 
that called for by the position itself. Such an arrangement would be unde- 
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sirable even if it were possible. On the other hand it is difficult to provide 
general rules defining those parts of the Commission’s work for which it 

s important that the principle of at least equal competence should operate. 

It is urged that provision of procedures for appeal and challenge along 
the lines of recommendation 4 would insure recourse to professional opinion 
of at least equal specialized competence at those points where such recourse 

most needed and at the same time permit the handling of other questions 

by other personnel. The findings of committees of economists of high pro- 

fessional standing would be purely advisory and would be confined to ques- 
tic ins of levels and fields of professional competence. 

5. That statutory provision be sought which would authorize and enable 
employing agencies to grant something analogous to sabbatical leaves to 
incumbents of listed positions and of equivalent positions in other profes- 
sional fields, such leave to be used for professional development only and to 
be on a pay-during-leave basis. 

This last recommendation would require new legislation. It is believed 
that the other four recommendations could be effectuated by administra- 
tive action under existing statutes. 
rhe first four of the above recommendations have been made with specific 
reference to the professional field with which the Association’s Committee 
is concerned, although their nature suggests the possibility of application 
to other professional fields. 

It is understood that some consideration has been given to the possibility 
‘the appointment by the Civil Service Commission of an advisory com- 
mittee on social science, analogous to the advisory committee it has estab- 
shed on administrative positions. If the above proposals are to be carried 
t there would be need for the advice of such a committee in planning de- 
tailed arrangements and procedures. 

The above recommendations are necessarily directed to the Civil Service 
Commission rather than to the Association. It is hoped that the officers of the 
Association will transmit these recommendations to the Civil Service Com- 
mission without Association comment, as recommendations not of the 


Association but of one of its committees. 


ROBERT D. CALKINS 

WILLIAM J. CARSON 

EDWARD H. CHAMBERLIN 
Morris A. CoPpELAND, Chairman 
ALVIN HANSEN 

EDWIN G. NOURSE 

DonaLp C. RILEY, Secretary 
H. STEAD 

O. C. STINE 
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REPORT OF THE COMMITTEE ON RESEARCH 


Your Committee on Research was created by the Executive Committee. 
at its meeting in April, 1945. The Committee was to consist of the repre. 
sentatives of the American Economic Association on the Social Science 
Research Council and on the National Bureau of Economic Research. The 
Committee, moreover, was given the privilege of increasing its membership 
by not more than three additional members. President Sharfman designated 
Simeon E. Leland as Chairman of the Committee; the other three members 
are Edwin G. Nourse, Joseph J. Spengler, representatives on the Socia! 
Science Research Council, and Donald H. Wallace, representative on the 
National Bureau of Economic Research. 

Your Committee has considered the problem of enlarging its membership 
but decided to postpone action on this for the present. It has, however, 
invited several members of the Association to attend meetings and has 
found that the plan of co-operation has been very useful. This policy will 
be followed in the future in order to give the Committee the fullest possible 
benefit of suggestions from other members of the Association. 

In his notice of appointment to the Committee, President Sharfman 
charged it with the performance of three duties: “‘first, to co-operate with 
the Social Science Research Council and other associations in promoting 
economic research; second, to discover and develop new promising research 
projects and seek ways and means for securing financial support for such 
projects; third, to make suggestions of ways and means of improving 
research.” 

During the past year, three meetings of the Committee were held, two 
in Washington; the third, in connection with the meeting of the Social 
Science Research Council, at Carmel, N. Y.' These meetings were held 
without expense to the Association but it is requested that the Association 
consider making an appropriation to cover the necessary traveling expenses 
of members to regular meetings of the Committee. It should be said that 
the Committee will continue to hold its meetings at such times and places 
as will occasion the minimum of expense. But the traveling expenses of in- 
dividual members should be recognized as a regular obligation of the Asso- 
ciation. Such an appropriation will regularize the informa] assurances given 
subsequent to the Executive Committee meeting by President Shariman 
and Secretary Bell. 

At the first meeting of the Committee on Research, it was agreed that 
an inventory of research in process or of research techniques was futule, 
expensive, and time consuming. It was, therefore, decided that the Commit- 
tee would center its work, in the beginning, on gaps not covered by current 
economic research programs and on shortcomings in current procedures. 
The purpose would be to promote research in these gap areas, and to pr 


usions 


mote a clearer definition of concepts, greater accountability for conciu 


1 Dates of meetings were June 15, 1945 (Washington); September 11, 1945 (Carmel); 
October 27, 1945, 
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jrawn from statistical and other evidence, and the maximization of recog- 
nized agreement in areas where measurable consensus might be attainable. 
It was decided to give particular attention (1) to issues of analysis, and ap- 
njications, such as might emerge from recent wartime experiences, and (2) 
* the selection of specific areas of “hot-spot” or growth-area studies by 
special subcommittees, or otherwise, as might be feasible. These approaches 
would doubtless involve new fields of investigation, new conceptual formu- 
ations, and, perhaps, new or modified methodological devices. 

The development of plans for such studies constitutes a part of the long- 
run work program of the Committee. Specific plans will have to be devel- 
oped and as this is done report will be made to the Executive Committee. 
However, a first step in the development of such a program has been taken 
through a Questionnaire on Research recently sent to the entire membership 
of the Association. As this report is being written, copies of the question- 
naire are being returned each day. Unfortunately the results will not be 
tabulated in time for the present meeting but a special report on the ques- 
tionnaire will be made. It is planned to present such a report to the editors 
of the Review for printing. 

In connection with the preparation of the questionnaire, the Committee 
desires to record its thanks to President Sharfman and Secretary Bell for 
making available the $250 to print and circulate the questionnaire and the 
“necessary expenses” for tabulation, all of which will be handled through 
Secretary Bell’s office, unless the tabulations can be handled without cost 
to the Association in some other manner. This we will endeavor to accom- 


At its first meeting, the Committee became greatly concerned over what 
might happen to various records of interest to economists, and invaluable 
for future research, in the offices of temporary war agencies whose activities 
were being abandoned and whose staff was being released or transferred. 
Much of this material, accumulated at great cost, was in danger of being 
lost, or stored so as to be completely inaccessible, while other material 
whose value was known largely to staff economists alone might never be 
revealed to the profession as a whole. Some agencies, it was feared, would 
hot realize the significance for economic research of some material in their 
files. It was the opinion of the Committee on Research that these records 
might be of utmost future value for analysis that would advance our under- 
standing of the functioning of our economy in peacetime and would certainly 
iluminate the actual functioning of our economy in wartime. The danger 
that these materials might be lost prompted the Committee to take speedy 
action. 

Your Committee discovered that the Conference on Price Research of 
the National Bureau had created a special committee under the chairman- 
“lp ol Corwin Edwards to co-operate with certain public agencies in the 
Meservation of economic records. This committee of the Conference on 
Price Research had employed Saul Nelson to see what could be done. 

‘ur Committee early concluded that the actual work involved in pre- 

‘ving records and in filing or storing them so as to make them available 
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to economists would have to be done by the governmental agencies then. 
selves and that economists could be of greatest service if they indicated wh, 
records should be preserved and then stimulated the appropriate agencic 
to undertake this task. Later, economists or special committees could give 
advice as to the use, sampling, tabulation, etc., of the material. Just why; 
could be done in each case would have to be determined by contact apj 
co-operation with the appropriate public agency. After much discussion, 
the Research Committee recommended the creation of a subcommittee jy 
work on the preservation and use of wartime economic records. Preside: 
Sharfman, however, requested this Committee to undertake the task, This 
we have attempted. 

Through the generosity of Edwin G. Nourse, the Brookings Instity. 
tion agreed to make available to the Association, for several months, the 
services of Harold B. Rowe, so that an investigation might be under. 
taken of the status of records in OPA, FEA, and other agencies, the ayail- 
able time and money permitting. At the request of this Committee, the 
Executive Committee made available the sum of $750 for this exploratory 
work, the excess above this sum to be provided by Brookings. The Execi- 
tive Committee also appropriated to us an additional $750 to be used, at 
the discretion of the Research Committee, in investigating problems in 
connection with the preservation and use of records in agencies such a 
MPC, WLB, PAW, ODT, War Food Administration, Maritime Shipping 
and other agencies. To date of this writing, the sum of $250 has been er- 
pended for services of Mr. Rowe; no obligations have as yet been incurred 
against the “discretionary” portion of the Committee’s appropriation 

At the round table scheduled by the Committee for January 26, 1 
Mr. Rowe will make a report on the preliminary results of his investiga- 
tions. 

Meanwhile, your Research Committee has endeavored to organize var'- 
ous subcommittees to undertake the work of stimulating the preservation 
of records in special fields. Joseph Bain, of the University of California, tas 
agreed to organize a subcommittee to explore the preservation and ust 0 
records as to petroleum products and solid fuels. G. Lloyd Wilson, o! ‘1 
University of Pennsylvania, has taken charge of a similar undertaking 
the field of transportation. As yet the complete personnel of these sudcom- 
mittees has not been chosen. An announcement covering this will be mace 
at a later date. An effort has also been made, by correspondence, to se!“ 
a similar subcommittee to look into records in the field of labor and person 
nel relations, but although several men have agreed to serve on such 4 
mittee a willing chairman has not been found. hy 

In September, President Sharfman asked the Committee on Reseatc’ " 
represent the Association in meetings with the Social Science Kes 
Council and other groups, at which the role of the social sciences In conn 
tion with federal grants-in-aid for the promotion of scientific researco ™* 
being discussed. Dr. Nourse was designated as the special representa 
of the Association and of this Committee in connection with these 
ters. It should be noted that on October 29, 1945, Mr. Nourse appe* 
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at the Committee Hearings on S. 1297 and Related Bills and made a state- 
ment, on his own behalf, with respect to economic and related research in 
the social sciences. At the Round Table on Research in Cleveland, on Jan- 
yary 26, 1946, Mr. Nourse will present a report on the current status of 
federal legislation and interest in research, as it applies particularly to 
economics and the social sciences. 

Finally, your Committee on Research desires to record the hearty co- 
operation it has received from the officers of the Association and from fellow 
economists who have freely given their time to help make the work of this 
Committee a success. 

Respectfully submitted, 
SIMEON E. LELAND, Chairman 
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FINAL REPORT OF THE COMMITTEE ON DEVELOPMEn?T 
OF ECONOMIC THINKING AND INFORMATION: 


Establishment and Task of Committee 


The Committee on Development of Economic Thinking and Informatio, 
was established in the spring of 1945 to plan a periodic or an annual Review 
of Economics (hereinafter called R.O.E.). The resolution providing for the 
establishment of this Committee, which was adopted by the Executive 
Committee of the American Economic Association at its April, 1945, meet. 
ing, reads as follows: 


That the project for periodic reports on the development of economic ideas and data be 
regarded as separate from any general exploration of research problems; that as a first step in 
this project a volume be prepared, summarizing the development of economic thinking and 
information since 1939, this volume being regarded as an experiment in a technique which 
might be used for subsequent similar periodic reports; that a committee be appointed to for. 
mulate a plan for this volume—that is, to determine its scope and timing and make recommen- 
dations as to its editor; that the President be empowered to appoint the editor, and to delegate 
to him full charge of the preparation of the volume; that upon the appointment of the editor 
the committee become an advisory committee to him and that the cost of the project to the 
Association shall not exceed $5,000. 


The report that follows is made pursuant to and in consistence with this 
resolution. The plan outlined diverges, however, from that conceived of in 
this resolution in that it recommends the appointment of a board of ad- 
visory editors by the President upon the advice of the editor. 


I. Function of a Periodic or an Annual Review of Economics 


The R.0O.E. (these initials designate the projected review, whether it be 
planned to appear every year or at longer intervals) is intended to provide 
at periodic intervals a discriminating and critical summary of the significon 
findings of fact and of the theoretical advances in each of the fields of 
economic specialization identified in Section II of this report. This summary 
will be intended primarily to serve not the wants of the specialist in the 
field covered but the wants of the economist who, while not a specialist, 
is interested in keeping informed regarding factual and theoretical! progress. 
For example, the summary of developments in the field of population and 
related problems will be designed to serve the wants of specialists in fields 
other than that of population (e.g., public finance, economic history). 
Stated broadly, the function of the R.O.E. will be to enable every intelligent 
economist to know, at a comparatively small cost in time, what he ought to 
know about major developments in the more important areas of his science. 

The Committee at first contemplated recommending the preparation 0! 
a two-volume report covering the developments in economics since 193), 
to be followed at annual intervals by a single volume devoted to the develop- 
ments during the year preceding. However, because of the many editorial 
and related difficulties attendant upon the production of an annual revie# 
volume, the Committee is not yet prepared to recommend trial plans for 


1 This report takes into account the discussion of its proposals by the participants in te 
round table devoted to this project. See page 784. 
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such an annual volume. It proposes, instead, that a review (preferably two 
volumes in length) covering the period since 1939 be prepared, and that 
plans for subsequent periodic reviews be formulated in light of the experi- 
ence gained through the preparation of the review dealing with the period 
1939 through 1946. 

A critical summary review and assessment of significant factual and theo- 
retical developments in each field of economic specialization in the period 
1930-46, will serve a number of purposes. First, it will facilitate the trans- 
fer of economists and advanced economics students from the armed services 
and governmental war agencies to the peacetime fields of teaching, research, 
and administration. It has not been possible for many of those working 
under the high-pressure and otherwise uncongenial conditions prevalent in 
the armed and governmental services since 1940 to keep abreast of develop- 
ments in the various branches of economics, or even to continue in mastery 
of their own fields of specialty. Second, six years of war have denied to the 
economists of other lands, and of Europe in particular, the opportunity to 
keep up with the post-1939 developments in economics elsewhere, and 
particularly in the English speaking countries. No publication would be 
better calculated to repair this gap and to re-establish the international 
brotherhood of economists than a review such as this report contemplates. 
The Committee believes, therefore, that American economists can do a real 
service to their coworkers in other lands by preparing and distributing such 
a report. 

The present is an age of specialization in the field of economics. This field 
is becoming ever more broken up into parts, and economists themselves 
are becoming ever more specialized. This specialization is being purchased at 
the cost of adequate comprehension, on part of the typical economist, of 
other branches of economics. More than ever, therefore, there is need for a 
new synthesis. A periodic review such as this Committee contemplates will 
permit an economist to develop some measure of synthesis for himself. A 
third purpose which this review will serve, therefore, will be to guard the 
economist against unbalanced specialization, to offset the untoward effects 
of the fragmentation of economic knowledge, and to facilitate, on the part 
of all economists, a more effective synthesis of economic science. It will 
enable the specialized economist to keep passingly conversant, at a mini- 
mum outlay of time, with developments and literature in other fields at 
least some of which should remain known to him. 

Fourth, a periodic review will enable economists who are engaged pri- 
marily in administration to keep in touch with the leading developments in 
economics. Administrators are hard pressed to remain conversant with a 
number of fields of economics. Yet they are called upon frequently to make 
decisions which, if they are to be intelligent, must be based upon an under- 
standing of several fields of economics. The R.O.E. will help to provide 
economic administrators with such understanding. 

Fifth, many noneconomists (e.g., political and other social scientists, 
business and other leaders, editors, statesmen) need to understand in some 
measure the changes which economics undergoes in content and in implica- 


REPORT OF COMMITTEE ON ECONOMIC DEVELOPMENT 925 


ion 
ew 
the 
tive 
d be 
in 
and 
hich 
for- 
1en- 
gate 
) the 
this 
f in 
ad- 
be 
com 
Ss of 
lary 
the 
ress. 
and 
elds 
ry). 
gent 
t to 
nce, 
n of 
039, 
lop- 
rial 
new 
for 
n we 


924 AMERICAN ECONOMIC ASSOCIATION 


tions for public policy. These noneconomists require this information be. 
cause they fill positions of public trust, or because the decisions which they 
make with respect to public matters turn on economic knowledge. At pres. 
ent these noneconomists are not conveniently provided with this informs. 
tion. It would be supplied in a periodic review. 

A review covering the period 1939-46 will satisfy all these needs, Period. 
reviews of developments after 1946 will serve purposes other than the firs 
two. 

It will not be an R.O.E. author’s responsibility to provide a bibliography 
relating to the field covered by his article; in fact, since he will summarix 
and assess only the significant books, pamphlets, reports, and articles and 
omit all reference to works which are not significant, it will be his responsi- 
bility not to provide a bibliography of the field covered. Bibliographica| 
matter is already published in the American Economic Review, and in other 
specialized journals (e.g., Journal of the American Statistical Association, 
Journal of Economic History) and by bibliographic services. Moreover, 
if it is felt that governmental documentary material is not adequately coy- 
ered at present by the American Economic Review, coverage therein may be 
expanded. In general, the critical summaries done for the R.0.E. wil! not 
be essentially bibliographical in character as are, for example, the essays in 
bibliography and criticism carried by the Economic History Review, or the 
bibliographical articles found in the Year’s Work in English Studies. On 
the contrary, these summaries will be critical, integrated, and interpreta- 
tive assessments of fact and theory calculated to give the nonspecialist 
insight into the nature of current developments and significant recent con- 
tributions in given fields. In consequence, these critical summaries cannot 
be bibliographical in character; but they will provide the reader with highly 
select bibliographical matter and with indications where factual matter 
is to be found, and they will call to his attention new statistical series and 
newly available types of documents. 

No economic journal at present performs the function it is intended that 
the R.O.E. perform; nor has this function been generally performed in the 
past by any economic journal. The program most closely analogous to the 
one here contemplated was that conducted by Econometrica, in 1933-39. 
This journal carried four annual surveys a year, ranging in length from ive 
to sixty-seven pages, and devoted, respectively, to “general economic 
theory,” “business cycle theory,” “statistical technique,” and “statistical 
information.” This survey program was discontinued in 1939, in large part 
because it proved very difficult to secure competent economists to undertake 
the surveys. As a rule, an individual article in this program dealt witha 
small segment of the field covered, was quite technical, and occasionally 
included new contributions to the field in question. The contemplated 
R.O.E. articles are intended to be less technical, less “original,” and 0 
broader scope than the Econometrica surveys. An article by A. B. Wout 
(“The Population Problem since the World War,” Journal of Politio 
Economy, XXVI, 1928, pages 529-559, 662-686; XX VII, 1929, pages 8/-1-! 
illustrates what might be done; but it is longer than an R.O.£. artice 
intended to be. 


926 AMERICAN ECONOMIC ASSOCIATION 


1939 
} 
area 
U1 
the 
ver 
were 
mare 
tne e 
De al 
hes 
Snol 
uned 
Ex 
Uk 
ftor 
nriat 
nnct 
Os 
This 
LU 
Co 
nravi 
Spec] 
firct + 
patte 
Ex 
hact 
exam 
4 4 
ALL, 


REPORT OF COMMITTEE ON ECONOMIC DEVELOPMENT 925 


II. Classification and Division of Fields of 
Economic Specialization 


Intelligent and successful management of a R.O.E. particularly after the 
1939-46 ‘review has been completed, presupposes the adoption of a prac- 
ticable and somewhat flexible scheme for classifying, or dividing, the broad 
area of economics into a manipulatable number of fields of economic spe- 
-jalization which do not unduly overlap. Without such a scheme the editor 
could not make assignments, while a contributor could not give appropriate 
scope to his critical summary. 

The classification scheme which we propose below was developed in light 
of the shortcomings and advantages of alternative schemes. For example, 
the 21-field scheme employed in the American Economic Review for classify- 
ing book reviews and bibliographic materials proved too heterogeneous and 
overlapping to meet the different requirements of R.O.E. Other schemes 
were developed only to prove defective. 

The classification scheme which is outlined below is to be viewed only as 
2 suggestion. At most, this scheme, or any alternative scheme, can be no 
more than an editorial administrative device designed to reduce overlaps, 
togive unity to each survey article, and, in general, to facilitate realization of 
the ends proposed in Section I. The editor of the 1939-46 review volume must 
be absolutely free to modify as he sees fit the scheme outlined below, or to 
substitute in its place one of his own devising. The scheme finally adopted 
should, however, be suited to accomplish the purposes of a R.O.E. as out- 
lined in Section I. 

Experience with an initial 1939-46 review project will suggest what type 
of classification scheme should be adopted to give order to a continuation 
after 1946 of a periodic review project. For only in light of this experience 
and in view of the kind of review project adopted after 1946 can an appro- 
priate classification scheme be set up. 

The managing editor of the 1939-46 review upon assuming his editorial 
post should prepare a careful, general statement of the objectives of a critical 
summary article, together with both indications as to how it should be done 
and a description of the classification scheme in terms of assignments 
planned. This statement should be transmitted to prospective authors and 
to others who will in any wise participate in the preparation of the review. 
This statement should include, or be accompanied or followed by, a guide 
as to style and as to the system of space-saving reference symbols adopted. 

Considerable care and skill will be required of contributors if they are to 
provide effectively integrated and interpretative assessments for the non- 
specialist; and of the managing editor and his associates, particularly in the 
urst two years of the project, if they are to give real unity and uniformity of 
pattern to the project as a whole. 

; Experience will disclose to the editor and the contributors what is the 
vest way to handle the literature of a given field. It has been suggested, for 
‘xample, that the materials to be dealt with in surveys of literature fall 
into three main classes: (a) the conceptual, or purely theoretical, e.g., field 
A, or portions of fields A.5 and A.7; (b) the institutional, which relates 
pumarily to the growth and structure of the institutions treated, e.g., an 
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account of the growth and structural character of the institutions est,), F, 
lished to implement the Bretton Woods Agreements; and (c) the facty,) 
e.g., a descriptive account of the international balance of payments, or ,j 
family budgets and spending patterns. Should the subject matter treaie 
fall into three categories of this sort, or into any useful alternative se: af 
categories, and should it be found that in given fields one or two categories 
of subject matter predominate, the manner of treatment of these {els 
may be adapted thereto in later periodic reviews. In any event, whether ; 
not the materials treated prove classifiable in the manner suggested, the 
method of treatment employed upon the materials in a given field shoy\j re) 
be adapted to the nature of the materials customarily found therein, - 
The scheme for classifying the fields of materials to be covered, togethe; lt 
with an explanation of this scheme, follows: i 
A. General Economics. 
A.1 Economic Theory (Production, Price Formation, Monetary, Con- an! 
sumption) Un 
A.2 History of Economic Doctrines wo 
A.3 Consumer Economics hel 
A.4 Economic History sul 
A.5 Levels of Employment and Economic Activity and Fluctuations rey 
Therein est 
A.6 International Economics: International Division of Labor, Ex- suf 
change, Finance, Institutional Arrangements, and Economic pul 
Controls. Ex 
A.7 Economic Organization and Structure: Theory and Practice 
B. National Planning Economics: Theory and Practice. pre 
B.1 In Mixed Economies pri 
B.2 In State or Totalitarian Economies the 
B.3 In Predominantly Free Enterprise Economies ccc 
C. Public and Quasi-Public Economics. be 
C.1 Public Finance and Taxation ee 
C.2 Public Operation, Regulations, and Control pul 
a. Public Corporations = 
b. Public Utilities and Patents Cur 
c. Private Monopolies, Quasi Monopolies, etc. m= 
d. Securities Distribution; Financial Institutions mit 
e. Agriculture 
f. Miscellaneous 
C.3 Social Security ch 
D. Operational Economics. 
D.1 Production, Marketing, and Price Policies and Practices A6 
D.2 Banking and Finance (other than Public Finance) a 3 
D.3 Industrial and Labor Relations, Trade Unionism, Labor Leg!s* oy 
tion. 


E. Resources. «4 
E.1 Resource Supplies, Population Movements, The Location ® 
Economic Activities and Population 


| 
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F, Residual. 


_ It is probable that the preceding categories do not provide for all 


em subjects that require treatment, particularly if periodic reviews are 
reat planned subsequent to the 1939-46 volume. The literature of account- 
set of ing will call for frequent review; that relating to specific industries 
evories may require treatment; and that relating to highly specialized litera- 
» fields ture—e.g., the history of the business corporation—may occasionally 
ther or need assessment. Category F is designed to accommodate these needs. 
ad, the This classification scheme can be suited to serve the needs of the 1939-45 
should review project, or another and presumably shorter program can be devised 
. in its place by the editor. Should it be determined to continue the review of 
gether literature project after the 1939-46 volume (or volumes) is completed, the 
classification problem may be re-examined in the light of experience. 
The Committee at first included an additional category to provide for 
», Con: annual surveys of economic conditions, events, policy changes, etc., in the 
United States and in the world as a whole in the belief that such surveys 
would add to the reader appeal of a periodic review and would prove very 
helpful to teachers of economics. It was decided, however, that such factual 
surveys would present a quite different administrative problem for a periodic 
rations review volume and might duplicate work now being done or to be done by 
established American and international agencies. Some economists have 
rt, Ex suggested, nonetheless, that factual surveys may be provided in a separate 
mnomic publication established for this purpose. It is suggested, therefore, that the 
Executive Committee explore this matter further. 
ce Category A, of “General Economics,” is designed to cover, insofar as is 
practicable, the literature dealing with subject matter whose nature ap- 
proaches the general and the universal more closely than the particular and 
the circumscribed. Field A.1 includes all aspects of pure and universal 
economic theory except those which, under the circumstances, can better 
be treated under A.5, A.6, A.7, or B. The content of fields A.2 and A.4 is 
self-evident. Field A.3 covers all literature (other than that relating to the 
pure theory of consumption) which centers about the consumer, his beha- 
vior, his organizations, and his safeguarding. Field A.5 includes all litera- 
ture, “business cycle” and other, which has to do with levels of economic 
activity, employment, and intensity of resource use, and with the deter- 
minants of these levels. Field A.6 covers all aspects of international eco- 
nomics and economic relations. A.7 is intended to deal with literature on 
i) the theory of economic organizations and structures and (ii) related 
practice insofar as it illuminates theory; in large measure, the practical 
4 ts of economic organization will be dealt with under B, C.2, D, and 
A6. 
Under category B will be included all literature relating to the theory and 
egisla- practice of “national planning.” Since this literature appears to fall into 


two distinct subclasses, that relating to “mixed” economies and that relat- 
ing to state-dominated or totalitarian economies, fields B.1 and B.2 have 
ven provided. If experience reveals, as it may well do, that the literature 
cealing with “mixed” economies as such is not very extensive and/or sig- 
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nificant, then field B.1 should be dropped and the material covered thereby 
should be treated under (what is now) B.2 or B.3. Field B.3 is included unde, 
category B even though “national planning” and “free enterprise” are j, 
some respects contradictory concepts; it is here included because the “free 
enterprise” system is one of the systems men have established to meet their 
economic needs, because the literature relating to the functioning of free 
enterprise economies as such illuminates some of the problems dealt wit) 
under B.1 and B.2, and because there must be place for literature relating 
to the actions and processes by which free enterprise economies are con. 
verted into ‘‘mixed” or ‘‘state” economies and vice versa. There is some 
unavoidable overlap at the theoretical level between B and A.1 and A7. 
and at the practical level between B (especially B.3), C.2 and D; but effec. case 
tive administration of the scheme may hold this overlap to a minimum, stitt 

Category C is designed in general to deal with particular public aspects trea 
of predominantly free enterprise economies, and especially with the public sub: 


aspects of the economy of the United States. While C.1 is designed to cover be i 
the literature of public finance and taxation as such, there will be consider. mer 
able overlap between C.1 and A.5 inasmuch as the level of economic ac- Tre 
tivity is significantly affected by tax and fiscal policies; the editor, therefore, acct 
must devise ways of minimizing this overlap. Field C.3 includes the varied som 
and heterogeneous literature relating to what is called conventionally “social tion 
security.” Field C.2 is contrived to cover all aspects (other than those ness 
treated under C.1, C.3, and D.3) of public operation and public regulation cor 


and control in predominantly free enterprise economies, particularly as 
they are practiced in or proposed for the American economy. Five subfields, 
C.2.a—-C.2.e, have been established, and a sixth miscellaneous subfield C.2{ 
has been introduced to give elasticity to the whole field C.2. The editor 
will have to determine among other things whether C.2.a should be com- 
bined with C.2.b; whether C.2.d should be combined with D.2; and whether 
C.2.e should be replaced by a larger and more inclusive category, “Agr- 
cultural Economics.” 

Category D is intended to cover the literature of economics at the opera- 
tional level, particularly as it relates to predominantly free enterprise econ- 
omies. Most entrepreneurial activities may be grouped under three broad 
headings: Production, Distribution or Marketing, and Finance. Field D.1 
now includes the literature on production, marketing, and price policies 
and practices; but should this literature prove too extensive, field D.1 may 
be divided into two fields, one having to do primarily with literature relat- 
ing to production and the other with literature relating to marketing and 
pricing policies. Field D.2 covers the literature of banking and private (2 
distinguished from public) finance. Field D.3 is intended to include lit 
erature dealing with all aspects of labor relations, problems, legislation, 
and unionism. There will occasionally be overlaps between D, on the ont 
hand, and C, A.1, A.5, and A.6, on the other, but these should not be serious 
While most of the matter covered in D will have to do with predominant'y 
free enterprise economies, the groupings are open and, whenever it is desi 
able, can accommodate literature having to do with operational practices 
in mixed and totalitarian economies. 
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Field E is designed to cover the seemingly heterogeneous but essentially 
homogeneous literature dealing with resource supplies and the circumstances 
affecting these supplies, with the various movements of population, and 
with the theory and the practice of the location (particularly within states) 
of economic activities and peoples. It may be that this field will have to be 
subdivided into two, one having to do primarily with all types of population 
movements and with their causes and their consequences and the other 
with matter relating to resource supplies and the theory and practice of 
locating economic activities. 
Category F gives the scheme necessary elasticity, for it permits the treat- 
ment of types of literature not included in categories A to E. Accounting is a 
case in point. Accounting, statistics, and mathematics may be said to con- 
stitute the instruments of economics. No provision has been made for the 
treatment of relevant statistical and mathematical literature because the 
substantive findings developed through the use of these instruments will 
be incorporated in the critical summaries, while discussions of these instru- 
ments as such and their development belong in more specialized journals. 
Treatment of this sort will hardly suffice for accounting, however. For 
accounting is in many respects the grammar of business; and while it is 
sometimes based upon economic theories which economists consider ques- 
tionable, it nonetheless exercises great influence upon price and other busi- 
ness policies and thus helps to shape the course of economic events. Ac- 
cordingly, occasional treatment of the implications of accounting theory and 
y as practice for economic analysis is indicated, its frequency to be determined 
elds, by the editor in the light of events. This treatment will be provided under F. 
wl The 1939-46 review (presumably in two volumes) of developments in 
litor economics will include, besides critical assessments of the fields suggested 
om- in the above classification scheme or in some alternative scheme, two essays 
ther by the editor: (a) a short essay indicating the purposes of the review proj- 
\gri- ect; and (b) a longer essay delineating the main trends and developments 
in economics in 1939-46 as revealed in the articles composing the review 
eT 2- volumes. 
con While the Committee is agreed that the review project should be con- 
road tinued after 1946 if the initial venture proves at all successful, it is not yet 
D1 able to suggest how it should be continued. Experience with the initial vol- 
cies ume should help resolve this question. It is agreed that it will not be possible 
may or worth while to review any one subject more than once every three years. 
elat- Triennial or less frequent treatment of subjects may be provided in one of 
and three ways, however: (a) a review volume similar to that contemplated for 
e (as 1939-46 may be brought out every three to five years; (b) a review volume 
> lit- may be published annually, but designed to include only between one-third 
tion, and one-fifth of the branches of economics; (c) an orderly program of review 
. one articles may be arranged with the proviso that no subject be reviewed more 
ious. than once every three to five years, and that when a competent review of 
antly this kind is completed it be published as a separate pamphlet (such as the 
jesit- collection of reviews of the TNEC reports) and distributed with the A meri- 
tices can Economic Review. The objection to method (a) is that contributors will 
tot complete their assignments punctually and in the manner required by 


tion 
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such a triennial volume. The same objection may be made to method (t). 
but it is weakened if the editor is free to use only those contributions which 
conform to standards. The advantage of both method (a) and method () 
consists in the fact that it insures regularity and provides a book volume 
The advantage of method (c) lies in the fact that although reviews wil] }, 
forthcoming in accordance with a planned schedule, no review article yj 


be published until it conforms to high editorial standards. In every cay A 
adequate remuneration will have to be provided for the contributors, ang call 
the cost of the project will have to be met. dit 
III. Editorial Staff; Contributors; Consultants er 

What is said in this section and in the section that follows relates only but 
to the preparation of a two-volume review of the developments in economics agin 
in the period 1939-46. Plans for subsequent reviews must be made in light rega 
of the Association’s experience with this first project. for | 
The editorial staff will consist of a managing editor and an associate edi- C 
tor, and of a board of advisory editors who will be appointed by the Pres- uled 
dent upon the recommendation of the managing editor. The review articles ques 
will be prepared by selected contributors. Before final acceptance these gent 
articles will be submitted to designated consultants. The managing editor, prep 
the associate editor, and the contributors will be remunerated as provided a cri 
for below; the consultants may be remunerated if the editor considers this fello 
advisable. the f 
Managing Editor. It will be the duty of the managing editor to execute the the | 
two-volume review along the broad line suggested in this report. He will ork 
plan the work; select advisory editors and contributors and consultants; t wi 
determine how the broad field of economics is to be subdivided and what is ¢ 


is to be covered by each of the selected contributors; handle all editorial conti 
details; and push the project to a successful conclusion in accordance witha 
predetermined schedule. The editor will be free always to act in light of his 
best judgment, with the understanding, of course, that the Association ex- ernec 
pects him to produce a work of the very first order. tion 

The Committee believes that this project calls for the very highest type 
of editorial leadership. The managing editor will have to enlist the partic 
pating personnel, organize and guide the project at all stages, and push it to an ex 
a successful conclusion. Upon him in fact will rest full responsibility for the 


quality of the product and the success of the venture. The Committee 's for p 
convinced, however, that if the economics profession co-operates in making finan 
contributions, the project can be carried through successfully. and a 

The Committee believes, in view of the advice of those who have had order 
extensive editorial experience and of its conception of the project under con- made 
sideration, that executing this editorial job will command at least one-hali Tent 
of the managing editor’s time in 1946 and in 1947. The work of course will will b 


be heaviest in the early months and later when the manuscripts begin 0 Sultar 
come in; but it will require the editor’s attention at all times. 2 
¢ Associate Editor. The associate editor will assist the managing eaitor 9 
whatever respects the managing editor requires assistance, planning, check- 
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‘ng, etc. As in the case of the managing editor, it is contemplated that the 
execution of the project will command at least one-half the associate editor’s 
“ime in 1946 and 1947, The associate editor should be situated in the same 
institution as the managing editor, or in the immediate vicinity; for the 
successful and efficient execution of the project calls for close and continual 
co-operation on the part of the two editors. 

Advisory Editors. The managing editor, upon accepting this post, should 
call upon the President to appoint at least five highly competent advisory 
editors who are determined to see the project through. Should he desire 
more than five advisory editors, he may call upon the President to make 
additional appointments. The advisory editors will not be remunerated, 
but their names will appear prominently in the completed work. The man- 
aging editor will be free at all times to consult with his advisory editors 
regarding all aspects of the project. The advisory editors will be eligible 
for the preparation of review articles. 

Contributors. The managing editor will select to review each field sched- 
uled for review a contributor who is both highly competent in the field in 
question and capable of writing lucidly and accurately for a highly intelli- 
gent but nonspecialist audience. The contributor must recognize that he is 
preparing not a new and pathbreaking contribution peculiarly his own but 
a critical summary and careful assessment of the literature of a field for 
fellow economists and other interested persons who are not specialists in 
the field in question. It will be incumbent upon the contributor to maintain 
the highest standards and to make reference only to the small number of 
works in the field covered which are worthy of reference. It is estimated that 
it will take a contributor six months of his spare time finally to complete 
his critical assessment. Contributors will receive honoraria. If a selected 
contributor desires another to work jointly with him, such arrangement may 
be permitted, and the honorarium may be split. While a fair honorarium is 
allowed a contributor, those who are invited to contribute should be gov- 
erned also by the fact that the American Economic Association has an obliga- 
tion to its public which this project is designed to fulfill, and that they 
should feel impelled to help the Association meet this obligation. 

Consultants. The function of the consultant may best be illustrated by 
an example. Suppose Richard Roe prepares a critical summary in the field 
of public finance. This summary will be submitted, before final acceptance 
or publication, to two consultants, also specialists in the field of public 
tnance. The consultant will examine the summary for balance, fairness, 
and adequacy of coverage, and will make suggestions if he believes them in 
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e had order. If there is a fundamental difference in opinion, final decision will be 
r con MM made by the editor, with the proviso that if the editor so decides the dif- 
e-hali ference in opinion may be noted in a footnote. The names of the consultants 
e wil mil be published in conjunction with the critical review. Because the con- 


gin to sultants may be called upon frequently by the editor, it is suggested that 


$1,500 be allocated for their remuneration. They will be provided with 
(ay) twenty reprints, 
It has been suggested that more than two consultants be used on each 
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article. Final decision on this matter must be made by the editor. It shoyjg 
be kept in mind, however, that consultation of more than two or three cop. 
sultants will raise very serious administrative and editorial problems, Those 
with experience in these matters advise that two consultants are sufficjen; 
The consultants will be selected by the editor from a list of persons highly 
competent in the field under review. The editor may consult with these anj 
other experts in a field regarding any problems that come up. The contriby. 
tor likewise may consult with the experts in his field preparatory to devel. 
oping the critical summary and assessment of the literature of the field. 


IV. Business Aspects 


The composition, printing, distribution, etc., of the two-volume 1939-4 
review will be carried out by such competent private publisher as the Asso- 
ciation determines to enter into a contract with. This publisher will be 
expected to plan for the widespread distribution of the two-volume work to 
every potential group of purchasers. The publisher will also be expected to 
make his technical aid and advice available to the managing editor at al! 
times. The Committee recommends that publication arrangements be en- 
tered into shortly after an editor is appointed. 

Since the immediate objective of this project is the dissemination of 
economic knowledge, it is proposed that the set of two volumes be offered 
at about $6 net. At this rate sales should run at least 5,000, and they may 
run very much higher; for it is to be assumed that nearly all who take the 
American Economic Review (close to 6,000) and many others will purchase 
this work, if it is pushed hard and has the endorsement of the Association. 

It will cost between $42,000 and $51,000 to carry out this project. Com- 
position, printing, binding, and related expenses will run in the neighbor- 
hood of $15,000. Contributors will number between twenty and thirty, de- 
pending upon how the field of economics is finally subdivided for treatment. 
It is recommended that the contributor’s honorarium be not less than $50) 
inasmuch as he may want to hire an assistant to help him check the litera- 
ture. We may therefore put the contributor cost at between $10,000 and 
$15,000. It is recommended also that $1,500 be set aside for the remunera- 
tion of consultants should the editor consider their remuneration to be a¢- 
visable. The editor will have to go on half time at his institution for tw 
years and give the remainder of his time to this project. For managing ei 
tor, therefore, $8,000 to $10,000 must be allowed. A corresponding deman¢ 
will be made upon the time of the associate editor. For him $4,000 to $6,” 
must be allowed. There should also be placed at the disposal of the editor 
and the associate editor an allowance of at least $3,500 for secretarial he'p, 
supplies, etc., with the proviso that such amount as is not needed be 1 
stored to or remain with the guarantors. The actual amount that will have 
to be paid to the editor will depend upon his annual salary and his willing: 
ness to undertake this project. On the basis of these cost estimates \ 
project will cost between $42,000 and $51,000. a 

Because it is almost certain that this project will cost more than wii % 
restored through sales, it will have to be subsidized, the subsidy itself being 
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justified on the ground of the great and pathbreaking contribution to eco- 
nomic education which this project will make. 

With respect to subsidy, the Committee recommends as follows: (1) Let 
‘he American Economic Association raise its guarantee of the project to 
$10,000 on condition (2) that a foundation guarantees the project to the 
extent of $25,000. In event that sales run in excess of the publisher’s stipu- 
lated commitment, let that part of the excess which, under the contract 
with the publisher, accrues to the Association be divided pro rata with the 
cuaranteeing foundation. For example, suppose the excess accruing to the 
Association amounts to $17,500. This is one-half the combined guarantee of 
the Association and the foundation; $5,000 will be the Association’s share, 
and $12,500 the foundation’s share. 

The details of the contract with the commercial publisher lie outside the 
purview of this report. It is the belief of the Committee, however, that a 
satisfactory arrangement can be made with a commercial publisher inas- 
much as considerable prestige will attach to the publication of the two-vol- 
ume work under consideration. It is also the belief of the Committee that 
if the project is well executed, and if the sale of the work is pushed hard, 
the Association and the foundation will be able to recover a considerable 

rt of their guarantees. It is apparent, however, that without a very heavy 
init ‘tial guarantee on part of a foundation interested in supporting a genu- 
inely pathbreaking project, it cannot be undertaken. 
Respectfully submitted, 
E. M. Burns 
C. D. Epwarps! 
W. B. STEWART 
A. J. WICKENS 
J. J. SPENGLER, Chairman 
'C. D. Edwards has not seen the final revision of report. The Chairman has included his 


name among those approving the report inasmuch as he approved the earlier versions which, 
however, greatly underestimated the financial outlay required. 
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PROGRESS REPORT ON SOURCE BOOK OF 
ECONOMIC STATISTICS 


The original proposal for preparation of a Source Book of Economic §y. 
tistics is described in a memorandum from J. Frederic Dewhurst dates 
April 12, 1945. This proposal was circulated informally to a number ¢j 
interested persons and elicited a generally favorable response. 


Proposals to the Two Associations 


The proposal was then submitted to the Executive Committee of the 
American Economic Association with the suggestion that a joint committee 
be set up by the Economic Association and the American Statistica! Asso. 
ciation ‘“‘to explore the merits and feasibility of the project.” The Executive 
Committee of the A.E.A. acted favorably upon the suggestion at it April, 
1945, meeting and authorized the President, I. L. Sharfman, to name three 
members of such a committee if the Statistical Association should take simi. 
lar action. The proposal was then submitted (May, 1945) to the Board of 
Directors of the Statistical Association, who authorized the President, Wal. 
ter A. Shewhart, to appoint three members of the joint committee. 

The proposal for preparation of the Source Book and the action author 
ized by the two Associations with respect thereto were discussed at the 
September 28, 1945, meeting of the Problems and Policy Committee of the 
Social Science Research Council. There was considerable interest in the 
project and one member of the Committee suggested the possibility that the 
Bureau of the Census might be able to handle the preparation of such a 
Source Book as a Census publication. The Problems and Policy Committee 
thereupon authorized the Executive Director of the Council to write to the 
Secretary of Commerce transmitting a Committee resolution urging favor- 
able consideration of the proposal. The letter of August 9, 1945, from the 
Executive Director of $.S.R.C., Robert T. Crane, and the reply of August 
23, 1945 from the Secretary of Commerce indicate that the Census Bureau 
was prepared to “co-operate to the fullest extent possible . . . and is includ: 
ing in its budget request for next year (1946-47 fiscal year) the necessary 
funds for compilation and printing.” 


MUS 


ca 


Members of Joint Committee 


By the end of September, 1945, the Joint Committee of the two Associa- 
tions had been constituted. The three members from the American Econo 
mic Association are Morris Copeland (Chairman), Amos E. Taylor, and 
Stacy May; members from the American Statistical Association are Walter 
Mitchell (Chairman—with J. Frederic Dewhurst as alternate), Php 
Hauser, and Theodore Yntema. The Economic History Association had 4's 
expressed an interest in the proposal and was urged to designate three repr 
sentatives who could be invited by the Joint Committee to sit in 4 its 
meetings. These representatives are Shepard B. Clough, W. B. Smita, an¢ 
Harold Williamson. 
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Meeting of Joint Committee 


The Joint Committee held its first meeting at 10:00 a.m. on Saturday, 
November 3, at the offices of the Social Science Research Council in New 
York under the chairmanship of J. Frederic Dewhurst. All members were 
nresent with the exception of Walter Mitchell, who was absent from this 
~ountry, and Philip Hauser, who was detained in Washington and who sent 
Ross Eckler of the Bureau of the Census to represent him. Shepard Clough 
and W. B. Smith, representing the Economic History Association, were 
also present. 

The Chairman briefly described the original proposal and reported on 
developments since the two Associations had agreed to appoint a Joint 
Committee to consider the merits and feasibility of the proposal. 

Mr. Eckler then reported at some length on the attitude of the Census 
Bureau toward the proposal. He said that the Bureau regarded the Source 
Book as a desirable companion volume to the Statistical Abstract (though it 
would of course be published at much longer intervals) and that the Bureau 
was requesting an appropriation for the 1946-47 fiscal year to finance its 
preparation and publication. In the meantime the Bureau would commence 
exploratory and planning work with a view to reporting back to the Joint 
Committee at a meeting in February or March, 1946, at which time it would 
probably be known whether Congress had acted favorably on the request 
for funds. 

There was then a general discussion of the merits and feasibility of the 
proposal and as to the possible scope and coverage of the Source Book. The 
general opinion was that the proposal would be entirely feasible if the Cen- 
sus received the funds to finance the project, but that otherwise it would 
require a substantial grant from a foundation or some other source. The 
Committee believed that the volume would be valuable primarily as a 
teaching aid and as a convenient reference volume but would have only 
secondary value in intensive and specialized research. 

The Committee made three principal recommendations, as follows: 

1. That the explanatory text should be somewhat fuller than in the 
illustrative exhibit presented, so as to give in addition to sources and tech- 
nical specifications a discussion of (a) the significance of each series and 
historical changes therein, (b) the limitations of the series as an economic 
measurement, (c) the relationships between series (e.g., between federal 
gross debt and budget deficit). 

2. That the selection of series for inclusion should be made with a view to 

providing those measurements of greatest economic-historical significance, 
even if this involved some special processing by the Census (e.g., splicing, 
deflation, productivity ratios) and even if this meant including series with 
substantial imperfections, 
3. That these two objectives should be given primary emphasis rather 
‘tan the number of series to be included. (The Committee inclined toward 
4 considerably smaller number of series for the first edition than that pro- 
posed in the original memorandum.) 

The Committee discussed various other problems such as the necessity 
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of providing for an editor at a sufficiently high professional level (P-s ; 
that proved necessary to obtain the right person), the need to provide for 
obtaining the assistance of specialists on the various series, the desirability 
of including important “private” as well as “official” series, the possibility 
of including certain quarterly and monthly series in addition to those ayaj. 
able only on an annual basis, and the desirability of asking the originating 
agencies to refine and improve certain series for inclusion in the volume, 

It was agreed that the Census should keep the above considerations in 
mind in its preliminary exploratory work and that the Joint Committe 
would discuss these questions further at its next meeting. 

The Committee adjourned at 2:00 p.m. with the understanding that jt 
would meet again in February or March, 1946, at which time the Census 
would probably be prepared to present the results of its preliminary work. 

Respectfully submitted, 
Morris A. Copetanp 
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REPORT OF THE COMMITTEE ON THE UNDERGRADUATE 


tes TEACHING OF ECONOMICS AND THE 
se TRAINING OF ECONOMISTS 
bility Our first report to you, submitted in December, 1944, announced the 
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program of this Committee through a statement of general objectives and 
plans. The work to be done had been divided among several subcommittees 
and a procedure for the preparation and publication of reports had been 
drawn up. Our second report, submitted in April, 1945, announced the ap- 
proximate completion of the organizational phase of our work and the be- 
ginning of the exploratory phase. Our present report records some of the 
work that has been done, presents some tentative statements with regard 
to the aims of our program, and requests authorization for some steps be- 
yond those that you already have approved. 
"Activities of the Subcommittees. For the last eight or nine months our prin- 
cipal concern has been with the developing programs of our ten subcom- 
mittees and, in a few cases, with changes in their organization and member- 
ship. (A roster of members of the committee, the subcommittees, and the 
panel of consultants is appended to this report.) It is with much satisfac- 
tion that we report that the subcommittees have, without exception, shown 
keen interest in the work in which they are engaged. At this point, however, 
there is some unevenness in the actual accomplishments of the several 
groups; some of the subcommittees have carried their work much farther 
than have others. In view of the differences in the work to be done, and also 
of the varying demands on the time and energies of members due to their 
other responsibilities, the existing degree of unevenness appears no greater 
than might have been expected. Each of the subcommittees has engaged 
in discussion and consultation both among its own members and with this 
Committee. Members of our panel of consultants have been of assistance 
to the Committee and to some of the subcommittees, although this facility 
has not been employed as much in the past as it probably will be in the 
future. Most of the consultation and discussion of issues has, of necessity, 
been carried on by correspondence, although there have been some meetings 
of two or more members of the various groups for purposes of our work. 
Four of our subcommittees (those to report on the Study of Economics 
in Schools of Business, Undergraduate Economics in Preparation for Careers 
in Public Service and in Business Administration, the Study of Economics 
in Relation to Education in Agriculture, and the Study of Economics in 
Relation to Education in the Professions) are at work on specialized studies 
of the occupational value of the study of economics. Each of these groups 
has designed a procedure that seems appropriate to its own ends. That 
adopted by the subcommittee on the Study of Economics in Relation to 
Education in the Professions is a necessarily novel one. The chairman of 
this group, Mr. Palmer, has associated with him a teacher from each of the 
telds of engineering, law, medicine, and social service. Each of these mem- 
bers was selected because of his keen interest in the significance of econom- 
ks to his profession, and each has prepared, or will prepare, a report link- 
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ing the study of economics to his own field. Some of these members haye 
formed sub-subcommittees among their own colleagues. 

The programs of those subcommittees that are to report on more genera! 
phases of our subject can be set forth in greater detail. Such comments as 
are made here on the work of these several groups are offered without preju- 
dice to their respective final emphases and judgments. : 

The three subcommittees, whose topics have widest scope (those report. 
ing on Elementary Courses in Economics, Interdepartmental Courses jy 
the Social Sciences, and The Undergraduate Economics Curriculum and 
Related Areas of Study) have developed questionnaires designed to bring 
to light the existing practices in American colleges and universities and also 
the opinions of teachers with regard to these several subjects. The question. 
naires were sent in December as a single mailing to the economics depart. 
ments of 160 selected institutions. The sample includes large, medium-sized, 
small, public, denominational and nondenominational colleges and univer. 
sities in all parts of the United States. The returns are coming steadily and 
amount at this time to about 30 per cent of the number sent. , 

The subcommittee on the Treatment of Especially Able Students of 
Economics has designed a particularly interesting procedure. In addition 
to studying methods used to discover gifted students and to provide ap- 
propriate opportunities for them, this group has formed contact with a num- 
ber of teachers actually engaged in this work and with a much larger num- 
ber of former students of these teachers. 

The original chairman of the subcommittee on the Training of Teachers 
of Economics, Mr. Marshall, was, to our deep regret, compelled by the 
pressure of other work to resign the chairmanship of this group and Mr. 
Tolles has assumed the chairmanship. The interest and importance of the 
work of this subcommittee are enhanced at this time by the contradictory 
educational trends that appear to be developing more and more as between 
our graduate schools and our colleges. Much graduate teaching of econom- 
ics, upon which we must rely for the training of undergraduate teachers, is 
moved by increasing technical requirements in research in the direction of 
more intensive specialization. There is occurring at the same time a strong 
and widespread movement on the part of the colleges to broaden the study 
of the social sciences and to do this by removing some of the jurisdictional 
frontiers which, in the past, have separated economics, political science, 
sociology, and wide areas of history, philosophy, and anthropology. The 
trend toward specialization that has made of the “general economist’ 4 
rara avis in ferris will make an even rarer subspecies of the economist who 
can qualify as a ‘“‘general social scientist.” 

The subcommittee on the Teaching of Economics in the Schools 1s 
conducted a vigorous inquiry and now makes a proposal which, if it's 
be given effect, requires special authorization from you. At a conference 0 
several members of this group in New York in October it was decided that 
an appropriate study of the area assigned to it could not be made 00 the 
ground of economics alone, but that such a study would need to be “et 
tensive with the entire range of social studies pursued in secondary an¢ “* 
mentary schools. Following this decision a liaison conference was helé 8 
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, Washington between Mr. Patterson, chairman of the subcommittee, Mr. 
, Hartshorn, Executive Secretary of the National Council for the Social 
‘ Studies, and the chairman of this Committee. It was agreed among them 
r that a study of the teaching of social studies in the schools should be spon- 
i sored and aided by our Association, the American Political Science Asso- 
-jation, the American Historical Association, and the American Sociological 
- Society, or by some combination of these bodies, and that the work should 
2 be done by a special staff of the National Council. As a move toward this 
nd end it is proposed that our Association and those of the political scientists 
ne and sociologists should be represented officially on the directorate of the 
“ National Council for the Social Studies (a department of the National 
“4 Education Association) as the American Historical Association now is. The 
os Board of Directors of the National Council for the Social Studies has ap- 
ed, proved this suggestion in principle and has appointed a committee to meet 
26 with your committee or with such other representatives of our Association 
ay as you may designate. 
Aims of the Study. At the risk of laboring the obvious, we offer the opin- 
Ae ion that a study of the teaching of economics cannot proceed to such a 
limited “examination of relationships” and “discovery of uniformities” 
Soni with such methodological finesse as may apply to a project in economic 
as! research. In spite of the current loose application of “fact finding” to prob- 
ae lems for which no relevant data exist with a view to composing unresolvable 
- differences, we are acutely conscious of the limited value of the facts we are 
i finding. We have circulated a considerable volume of questionnaires with 
Mr full understanding that a description of current practices in the teaching of 
F the economics will ot, in itself, yield the result at which we aim. This aim is to 
died stimulate and assist improvement in the teaching of economics. 
all We cannot, as a committee, devise a standard means to this end. It is 
sal apprageinte- and it isa source of our greatest power—that the individual- 
il ism heralded by the classical economists operates so strongly today among 
ail teachers of economics. There are those partizans of descriptive detail who 
eal hold at least tacitly to the view that ideas are gained from experience, and 
sail also their doctrinnaire opponents who believe with Santayana that “the 
ra great problem of education is how to get experience out of ideas.” 
“jence, Efforts at educational reform, widespread at present among our colleges, 
The are seeking curricular devices that will establish broader bases for generali- 
et” § zation, These efforts are confronted both with the increasing specialization 
a of graduate study in economics that is mentioned above and with a large 
e volume of new problems and of unassimilated facts and ideas in the general 
sis has ae treated by economics. While we know that conditions of this kind 
tip to euays have existed, and at times in degrees comparable to those of our 
ail pe, the mere knowledge that this is so gives us no absolution for our sins. 
ad that Sg distance we can see that the new problems and the unassimilated 
on the ae and ideas in England at the end of the Napoleonic wars provided the 
e coe — and the materials for Ricardian liberal economics. This prototype 
and ele hhaary promise of both pleasure and pain, but the challenge it 
held is : nts Is not one to be dealt with by a committee, 
"proved teaching of economics must occur in each college by virtue of 
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self-criticism and effort by the department of economics in that College. 
Mr. Wolfe, in his paper to be presented to our round table Sunday after. 
noon, says that “the main task of our committee is essentially job analysis,” 
and raises the questions: ‘Why do we teach economics at all? What shou); 
be our aims in the teaching of economics? What content, in the elementary 
course and in the specialized courses respectively, is most suitable to thes 
aims? What function in the educational process does the teaching of ec. 
nomics perform which cannot equally well or better be performed by som 
other subject?” If our Committee’s work can assist teachers of undergrady. 
ate economics in American colleges and universities to carry out their re. 
spective job analyses, we believe that it will have justified the trouble and 
expense that it has caused. 

In preparing our reports, we expect to follow the procedure outlined jn 
our supplementary report of February 2, 1945. We intend to complete and 
publish these reports during the current year. 

Requests for Authorization. We respectfully recommend: 

1. That the Executive Committee act on our suggestion that the Amer- 
can Economic Association, in collaboration with one or more of the other 
national associations in the social sciences, sponsor a study of education in 
the social studies in the schools, the work to be done and the expense borne 
by the National Council for the Social Studies, a department of the Na- 
tional Education Association. If the suggestion is approved it will be neces- 
sary that this Committee, or some other body, be authorized to make ar- 
rangements and plans with representatives of the Council. 

2. That we be authorized to prepare a supplement to the Americon 
Economic Review in which our several reports on the undergraduate teach- 
ing of economics will be published. 

3. That we be authorized to spend for our further work an amount up 
to $1,000 in addition to the unexpended balance of the $1,000 appropriated 
at your meeting of January 30, 1945. Although some of our bills are not yet 
in, our costs to this time probably have not exceeded $400. In addition to 
costs due to the preparation of manuscripts, it is expected that a small num- 
ber of conferences among members may entail some expenses prior to, an¢ 
in connection with, the preparation of our reports. 

Submitted for the Committee, 
Horace Taytor, Chairman 


COMMITTEE ON THE UNDERGRADUATE TEACHING 0! 
ECONOMICS AND THE TRAINING 
OF ECONOMISTS 
Roster of Members, January, 1946 


Addresses of members not now in residence at their institutions are gv 
in parentheses. 


The Committee 
Horace Taylor, Columbia University, Chairman 
Paul M. O’Leary, Cornell University 
Joseph J. Spengler, Duke University 
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W. Blair Stewart, Reed College 
Albert B. Wolfe, Ohio State University 
The Subcommittees 
1. Elementary Courses in Economics 
Edward E. Hale, University of Texas, Chairman 
Mary Jean Bowman, Iowa State University (807 S. Limestone St., 
Lexington, Ky.) 
William W. Hewett, University of Cincinnati 
Bruce M. Knight, Dartmouth College 
Shorey Peterson, University of Michigan 
_ Interdepartmental Introductory Courses in Social Sciences 
Louis M. Hacker, Columbia University, Chairman 
Morris E. Garnsey, University of Colorado 
Melvin M. Knight, University of California 
Maynard C. Krueger, University of Chicago 
Robert D. Patton, Ohio State University 
3. The Undergraduate Economics Curriculum and Related Areas of 
Study! 
Mabel Newcomer, Vassar College, Chairman 
Kenneth E. Boulding, Iowa State College 
Alzada Comstock, Mt. Holyoke College 
Overton H. Taylor, Harvard University 
4. The Training of Teachers of Economics 
Arnold Tolles, American University, Chairman 
William L. Crum, Harvard University 
Ralph L. Dewey, Office of Marketing Services, War Food Administra- 
tion, Washington 25, D. C. 
Leon C. Marshall, American University 
Harold Rowe, Brookings Institution 
George J. Stigler, University of Minnesota 
. The Study of Economics in Schools of Business 


nm 


tobert D. Calkins, Columbia University, Chairman 
lmer J. Brown, University of Arizona 


I 
Edward T. Grether, University of California 
Richard Meriam, Harvard University 
Leonard L. Watkins, University of Michigan 
John B. Woosley, University of North Carolina 
6. Undergraduate Economics in Preparation for Careers in Public Serv- 
ice and in Business Administration 
Ben W. Lewis, Oberlin College, Chairman 
Carroll L. Christenson, University of Indiana 
Joel Dean, Columbia University 
Robert A. Gordon, University of California 
William H. Stead, Vanderbilt University 
Amos E. Taylor, Bureau of Foreign and Domestic Commerce 
‘ Lorne T. Morgan, University of Toronto, has been forced by il] health to resign from this 


LOI 
sudcomn 


imuttee. Another member will be appointed to fill this vacancy. 
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7. Treatment of Especially Able Students of Economics 
Amy Hewes, Mt. Holyoke, Chairman 
Corwin D. Edwards, Northwestern University 
Elmer D. Fagan, Stanford University 
Ralph Hon, Southwestern College, Memphis (4418 Chestnut §. 
Philadelphia 4, Pa.) 
James G. Smith, Princeton University 
8. The Teaching of Economics in the Schools? 
S. Howard Patterson, University of Pennsylvania, Chairman 
Harold F. Clark, Teachers College, Columbia 
Walter O’Donnell, Ohio State University 
Omar Pancoast, Jr., Haverford College (530 No. Thomas St., Arling- 
ton, Va.) ; 
9. The Study of Economics in Relation to Education in Agriculture 
Warren Waite, University of Minnesota, Chairman (Address: Unj- 
versity Farm, St. Paul 8) 
Murray R. Benedict, University of California 
F. F. Hill, Cornell University 
Hugh B. Price, University of Kentucky 
Theodore W. Schultz, University of Chicago 
10. The Study of Economics in Relation to Education in the Professions 
William B. Palmer, University of Michigan, Chairman 
Frederick A. Bradford, Lehigh University 
Franz Goldman, School of Medicine, Yale University 
Eugene V. Rostow, School of Law, Yale University 
Helen Russell Wright, School of Social Service Administration, ni- 
versity of Chicago 


The Panel of Consultants 


John D. Black, Harvard University 

Ralph H. Blodgett, University of Illinois 
Harry G. Brown, University of Missouri 
Raymond T. Bye, University of Pennsylvania 
George J. Cady, Northwestern University 
John Maurice Clark, Columbia University 
Morris A. Copeland, War Production Board 
Ira B. Cross, University of California 
Herbert F. Fraser, Swarthmore College 
Frederic B. Garver, University of Minnesota 
Frank D. Graham, Princeton University 
Ernest H. Hahne, Northwestern University 
Stanley E. Howard, Princeton University 
John Ise, University of Kansas 

William H. Kiekhofer, University of Wisconsin 
Simeon E. Leland, University of Chicago 


* The membership of this subcommittee has been reduced by necessary resignations. ne ° 
more additional] members will be appointed. 
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Harlan L. McCracken, Louisiana State University 

Ernest M. Patterson, University of Pennsylvania 

Gustav T. Schwenning, U. S. Office of Education (Federal Security 
Agency, Washington, 25) 

Jacob Viner, University of Chicago 

Ray B. Westerfield, Yale University 

Dale Yoder, University of Minnesota 


REPORT OF OUR REPRESENTATIVE ON THE SOCIAL 
SCIENCE RESEARCH COUNCIL 


In the absence of Dr. Simeon E. Leland I am submitting a brief report o, 
behalf of the representatives of our Association on the Social Science Rp. 
search Council. Much of the spring meeting had to do with personne! an; 
operational aspects of the Social Science Research Council. Both at this 
meeting and at the September meeting attention was given to the deve! lop- 
ment of interdiscipline approaches to problems and to some of the activities 
discussed in the report of the research committee which is being presented, 
in the absence of its chairman, by Dr. Donald H. Wallace. 

Most important of the subjects taken up at the September meeting was 
the relation of the federal government to research. This matter is of graye 
importance because of the bills which have been introduced in Congress ty 
provide increased federal support for research. The Council endorsed the 
principles relating to research set forth in the President’s message of Sep- 
tember 6, 1945, to the Congress, and voted unanimously to offer its aid 
toward the accomplishment of this program. 

(An analytical summary of the testimony presented in the hearings on 
science legislation may be found in Subcommittee Monograph No. 5, which 
is Appendix to Report from the Subcommittee on War Mobilization to the 
Committee on Military Affairs United States Senate pursuant to S. Res, 
107 [78th Congress] and S. Res. 146 [79th Congress] authorizing a study of 
the possibilities of better mobilizing the national resources of the United 
States [December, 1945]. Subcommittee Report No. 7, made pursuant 
the same resolutions [December 21, 1945] includes the text of Bill $.1720 
providing for the establishment of a National Science Foundation, together 
with an analysis of the separate sections of this bill.) 

(One of our principal concerns as economists, I take it, is to secure ace- 
quate support for social science and at the same time preserve freedom 0! 
inquiry. Following the September S.S.R.C. meeting the passage of a Natio 
Science Foundation Bill was jeopardized by controversy among scie! 
S.1720 meets most of the objections to earlier drafts and is supported by 
Independent Citizens’ Committee of the Arts, Sciences, and Proless 
Inc.) 

A second matter considered at the September meeting was the p 
zation of the findings of social science. The Council endorsed the view 
communication with the public be improved. Implementation 's & 
studied. In light of the discussion of this matter it may be in order for! 
in charge of the publications of this Association to give indepencent ‘o> 
sideration to this matter. 

Respectfully submitted, 
JosEepu J. SPENGLE 
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REPORT OF OUR REPRESENTATIVE ON THE BOARD OF THE 
NATIONAL BUREAU OF ECONOMIC RESEARCH 


The vear 1945 was the twenty-fifth anniversary of the National Bureau of 
Economic Research.! To signalize this the National Bureau has planned a 
two-part program. One part will be a series of seven reports reviewing 
major undertakings of the National Bureau: What Happens during Business 
Cycles—A Progress Report, by Wesley C. Mitchell; National Income: A 
Summary of Findings, by Simon Kuznets; Patterns of Monetary Outlay 
and the Interaction of Prices and Quantities in Business Cycles, by Frederick 
C. Mills; Construction Work and Business Cycles, by Arthur F. Burns; 
Wages and Employment in Business Cycles, by Leo Wolman; Trends in 
Output and Employment in American Industry, 1900-40, by George J. Stig- 
ler; and Finance and Credit in American Economy, 1900-44, by Ralph A. 
Young. 

The second part of the anniversary program will be a series of meetings 
in June, 1946, devoted to the general topic, ‘Economic Research in Rela- 
tion to the Development of Economic Science and Public Policy.” Guests 
from public and private agencies in the United States and from abroad 
will present papers on this subject and participate in the discussion. 

In 1944 the Board of Directors appointed a Committee on Future Policy 
to review with the staff the past work, the studies in progress, desirable 
extensions, and the general nature and direction of the future work of the 
National Bureau. 

The Committee’s recommendations are that the National Bureau con- 
tinue to concentrate attention upon basic problems rather than upon ques- 
tions of the day, to seek understanding of what happens in the actual 
world, to measure economic factors, so far as possible, to test explanatory 
hypotheses for conformity to fact, to co-operate closely with like-minded 
individuals and agencies, to publish evidence on which conclusions rest 
and point out the margins of uncertainty surrounding them, not to give 
advice on policies or to pass moral judgments—in short, to keep its work 
and its reports as scientific in method and spirit as it can. 

Basic investigations in each of the areas included in the National Bu- 
reau’s program were advanced rapidly during the year and several that 
had been in preparation for a number of years were completed. Wesley C. 
Mitchell and Arthur F, Burns completed and sent to press Measuring 
Business Cycles. Simon Kuznets published National Product in Wartime and 
completed his estimates of national income and capital formation back to 
1869. Research in production and productivity which had previously dealt 
with manufacturing and certain nonmanufacturing industries was ex- 
‘ended by Solomon Fabricant and George J. Stigler to the service industries. 
Under the direction of Morris A. Copeland a study of the flow of money 

“The Annual Report for 1945 was given to a discussion of “The National Bureau’s First 


: “arter-Century,” by Wesley C. Mitchell. Copies are available on request to the National 
‘ureau of Economic Research, 1819 Broadway, New York 23, N. Y. 
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payments was added to the program and work was started in May. Th 
objective of this investigation is to improve the understanding of the wor;. 
ings of our economic system by measuring the flow of payments and com. 
paring its fluctuations with those of goods. The program of research jp 
finance was broadened to include investigations in agricultural finance ani 
urban real estate finance. b 

Wesley C. Mitchell resigned as Director of Research, effective October 1), 
1945, and was succeeded by Arthur F. Burns. Dr. Mitchell continues as , 
member of the research staff. 

Respectfully submitted, 
DONALD H. Wattace 
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REPORT OF OUR REPRESENTATIVE ON THE AMERI- 
CAN COUNCIL OF LEARNED SOCIETIES 


The annual meeting of the A.C.L.S. was held at Rye, New York, Janu- 
ary 23-25, 1946. The Association was represented by F. H. Knight. The 
001 fict of convention dates prevented J. A. Schumpeter from attending 
the Council meetings, and J. W. Bell from attending the Conference of 
Secretaries which customarily holds concurrent meetings with the Council. 

Apart from routine business a number of items of considerable interest 
were discussed. 

A set of regulations was adopted for the Conference of Secretaries in 
view of the status accorded it in 1945 as an integral part of the A.C.L.S. 

A proposal for a common secretariat to conduct some of the routine work 
of the constituent societies was put forward and discussed and referred 
back for further elaboration. 

The question of selection of delegates (and alternates) to the A.C.L.S. 
by the constituent societies and recommendations which had been adopted 
some years ago (1934) were again brought to the attention of the secre- 
taries. It was again recommended that the secretary of each society be 
given the status of permanent alternate so that he could always represent 
his society if no other delegate or alternate were present. 

Closer co-operation between the Council and constituent societies was 
envisaged, especially in planning new developments. 

The importance of teaching in the fields cultivated respectively by the 
societies was discussed and arrangements were made for an exchange of 
information on this point. 

Finally, the problem of public relations of these societies was discussed 
with benefit. 

A project for a history of the experience of the humanities and the social 
sciences during the war, to be prepared in the executive offices of the 
A.C.L.S., was laid before the Conference. 

Postwar activities and problems of the Council received extended atten- 
tion. These included, among other things, the development of the A.C.L.S. 
fellowship system, including “demobilization” fellowships, the future of 
“area” studies such as had been undertaken so extensively during the 
war, linguistic research and teaching, American studies, educational prob- 
lems, federal aid to research and personnel training, and international 
intellectual relations. 

After a somewhat lively debate it was agreed that the humanities and 
social sciences should make an effort to obtain their proper share of any 
federal aid to research and personnel training. At the same time it was 
recognized that such aid holds potential dangers, particularly in the fields 
ol the social sciences. 

_The Director of the Council gave a clear and impressive report of the 
craiting of the UNESCO Constitution in London, in which he had taken 
a eading part, and of the development of cultural relations activities in 
tae Department of State, with which also the Council has been associated 
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through him. The future of international intellectual life was discuss) 
and the possible participation of the A.C.L.S. therein, including the resym, 
tion of activity by the International Union of Academies. 

The most important recent matter relating to the A.C.L.S. is the yo. 
of the Executive Committee at its meeting on April 1 to request the As. 
visory Board to make a complete study, with recommendations, of hy. 
composition, organization, operation, and functions of the Council, The 
Board is starting on this study. 

The plan for a history of the sciences in the United States, their influeng 
upon social and cultural developments, etc., has been considered by the 
Conference Board of Associated Research Councils, and a special com. 
mittee consisting of scientists, social scientists, and historians is being 
appointed to consider them further. 5 

Respectfully submitted, 
FRANK H. 
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Volume V, 1890 
1. The Industrial Transition in Japan. By Yeijro Ono. Pp. 122. 
2. Two Essays on Child-Labor. By W. F. Willoughby and Clare de Graffenried. 
Pp. 150. 
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3. Government Forestry. Papers by Pinchot, Bowers, and Fernow. Pp. 102. 
4-5. Municipal Ownership of Gas in the U.S. By E. W. Bemis. Pp. 185. 
6. State Railroad Commissions. By F. C. Clark. Pp. 110. 


Volume VII, 1892 
1. ** The Silver Situation in the United States. By F. W. Taussig. Pp. 118. 
2-3. **Shifting and Incidence of Taxation. By E. R. A. Seligman. Pp. 424. (Re- 
vised.) 
4-5. Sinking Funds. By Edward A. Ross. Pp. 106. 
6. The Reciprocity Treaty with Canada of 1854. By F. E. Haynes. Pp, 70. 


Volume VIII, 1893 


1. Fifth Annual Meeting: Report of the Proceedings. Pp. 130. 

2-3. Housing of the Poor in American Cities. By M. T. Reynolds, Pp. 132. 
4-5. Public Assistance of the Poor in France. By E. G. Balch. Pp. 180. 

6. First Stages of the Tariff Policy of the U.S. By William Hill. Pp. 162. 


Volume IX, 1894 
Sixth Annual Meeting: Handbook and Report. Pp. 73. 

1-2. ** Progressive Taxation in Theory and Practice. By Edwin R. A. Seligman. 
Pp. 222. (See 1908, No. 4.) 

3. ** The Theory of Transportation. By C. H. Cooley. Pp. 148. 

4. Sir William Petty. By Wilson Lloyd Bevan. Pp. 102. 

5-6. Papers on Labor Problems. By J. B. Clark, C. D. Wright, D. R. Dewey, A. T. 
Hadley, and J. G. Brooks. Pp. 94. 


Volume X, 1895 
Seventh Annual Meeting: Handbook and Report. Pp. 183. 


1-3. ** The Canadian Banking System, 1817-1890. By R. M. Breckenridge. Pp. 473 
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Volume II, 1897 


Ninth Annual Meeting: Handbook and Report. Pp. 162. 

Economics and Jurisprudence. By Henry C. Adams. Pp. 48. 

The Saloon Question in Chicago. By John E. George. Pp. 62. 

The General Property Tax in California. By C. C. Plehn. Pp. 88. : 

Area and Population of the United States at the Eleventh Census. By W. F. Will- 
ox. Pp. 60. 

A pacunien Concerning the Currencies of the British Plantations in America, 

ete. By William Douglass. Edited by C. J. Bullock, Pp. 228. 

Density and Distribution of Population in the United States at the Eleventh Cen- 
sus. By W. F. Willcox. Pp. 79. 


Volume III, 1898 
Tenth Annual Meeting: Handbook and Report. Pp. 136. 
Government by Injunction. By William H. Dunbar. Pp. 44. 
Economic Aspects of Railroad Receiverships. By H. H. Swain. Pp. 118. 
The Ohio Tax Inquisitor Law. By T. N. Carver. Pp. 50. 
The American Federation of Labor. By Morton A. Aldrich. Pp. 54. 
Housing of the Working People in Yonkers. By E. L. Bogart. Pp. 82. 
The State Purchase of Railways in Switzerland. By Horace Michelie; translajed 
by John Cummings. Pp. 72. 


Volume IV, 1899 
Eleventh Annual Meeting: Handbook and Report. Pp. 126. 
I. Economics and Politics. By A. T. Hadley. II. Report on Currency Reform. 
III. Report on the Twelfth Census. Pp. 70. 
Personal Competition. By Charles H. Cooley. Pp. 104. 
Economics as a School Study. By F. R. Clow. Pp. 72. 


-5, The English Income Tax. By J. A. Hill. Pp. 162. 


** Effects of Recent Changes in Monetary Standards upon the Distribution of 
Wealth. By F. S. Kinder. Pp. 91. 
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Davis. Part I: Currency. Pp. 464 + 91 photogravure plates. 
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Volume ITI, 1902 

Fourteenth Annual Meeting: Papers on International Trade; Industrial Policy; 
Public Finance; Protective Tariff; Negro Problem; Arbitration of Labor 
Disputes in Coal Mining Industry; Porto Rican Finance; Economic His- 
tory. Pp. 400. 

**The Negro in Africa and America. By Joseph A. Tillinghast. Pp. 240. 

Taxation in New Hampshire. By M. H. Robinson. Pp. 232. 

**Rent in Modern Economic Theory. By Alvin S. Johnson. Pp. 136. 


Volume IV, 1903 


Fifteenth Annual Meeting: Papers and Discussions on Economic and Social Prog. 
ress; Trade Unions and the Open Shop; Railway Regulation; Theory of 
Wages; Theory of Rent; Oriental Currency Problem. Pp. 298. 

Ethnic Factors in the Population of Boston. By F. A. Bushee. Pp. 171. 

History of Contract Labor in the Hawaiian Islands. By Katharine Coman. Pp. 74 

**The Income Tax in the Commonwealth of the United States. By Delos 0. 
Kinsman. Pp. 134. 

Volume V, 1904 

Sixteenth Annual Meeting. Papers and Proceedings published in two parts. 

Part I—Papers and Discussions on Southern Agricultural and Industrial Prob- 
lems; Social Aspects of Economic Law; Relations between Rent and Inter- 
est. Pp. 240. 

Part II—Papers and Discussion on The Management of the Surplus Reserve; 
Theory of Loan Credit in Relation to Corporation Economics; State Taxa- 
tion of Interstate Commerce; Trusts; Theory of Social Causation. Pp. 203. 

Monopolistic Combinations in the German Coal Industry. By Francis Walker 
Pp. 340. 

**The Influence of Farm Machinery on Production and Labor. By Hadley Win- 
field Quaintance. Pp. 110. 


Volume VI, 1905 

Seventeenth Annual Meeting. Papers and Proceedings published in two parts 

Part I—Papers and Discussions on the Doctrine of Free Trade; Theory of Prices: 
Theory of Money; Open Shop or Closed Shop. Pp. 226. 

Part Il—Papers and Discussions on Government Interference with Industrial 
Combinations; Regulation of Railway Rates; Taxation of Railways; Prefer- 
ential Tariffs and Reciprocity; Inclosure Movement; Economic History of 
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**The History and Theory of Shipping Subsidies. By R. Meeker. Pp. 230 

Factory Legislation in the State of New York. By F. R. Fairchild. Pp. 218. 
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Eighteenth Annual Meeting: Papers and Discussions on The Love of Wealth and 
the Public Service; Theory of Distribution; Governmental Regulation of 
Railway Rates; Municipal Ownership; Labor Disputes; The Economic 
Future of the Negro. Pp. 325. 

Railroad Rate Control. By H. S. Smalley. Pp. 147. 

On Collective Phenomena and the Scientific Value of Statistical Data. By E. G. F 
Gryzanovski. Pp. 48. 

Handbook of the Association, 1906. Pp. 48. : 

The Taxation of the Gross Receipts of Railways in Wisconsin. By G. E. Snider 
Pp. 138, 
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1. Nineteenth Annual Meeting: Papers and Discussions on Modern Standards o! 
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1780 to 1905. By C. J. Bullock. Pp. 144. 

Handbook of the Association, 1907. Pp. 50. 

The Labor Legislation of Connecticut. By Alba M. Edwards. Pp. 322. 

The Growth of Large Fortunes. By G. P. Watkins. Pp. 170. 
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Volume IX, 1908 


Handbook of the Association, 1908. Pp. 49. $ .25 
+ Twentieth Annual Meeting: Papers and Discussions on Principles of Government 
Control of Business; Are Savings Income; Agricultural Economics; Money 
and Banking; Agreements in Political Economy; Labor Legislation; Rela- 
tion of the Federal Treasury to the Money Market; Public Service Commis- 


sions. Pp. 211. 1.25 
2. Chicago Traction. By R. E. Heilman. Pp. 131. 1.00 
: Factory Legislation of Rhode Island. By J. K. Towles. Pp. 119. 1.00 


**Progressive Taxation in Theory and Practice. Revised Edition. By E. R. A. 
Seligman. Pp. 334. 1.25 
Volume X, 1909 


1. Twenty-first Annual Meeting: Papers and Discussions on The Making of Eco- 
nomic Literature; Collective Bargaining; Round Table on Accounting; 
Labor Legislation; Employers’ Liability; Canadian Industrial-Disputes Act; 
Modern Industry and Family Life; Agricultural Economics; Transportation ; 
Revision of the Tariff; A Central Bank; The National Monetary Commis- 
sion; Capitalization of Public Service Corporations in Massachusetts. Pp. 


432. 1.50 
Handbook of the Association, 1909. Pp. 59. 25 

3. **The Printers. By George E. Barnett. Pp. 379. 1.50 
4. Life Insurance Reform in New York. By W. H. Price. Pp. 95. 75 


Volume XI, 1910 
Twenty-second Annual Meeting: Papers and Discussions on History of the Asso- 
ciation; Observation in Economics; Economic Dynamics; Theory of Wages; 
Country Life; Valuation of Public Service Corporations ; Trusts ; Taxation. 


Pp. 386 1.50 
2. **Handbook of the Association, 1910. Pp. 79. 25 
3. The Child Labor Policy of New Jersey. By A. S. Field. Pp. 229. 1.25 
4, The American Silk Industry and the Tariff. By F. R. Mason. Pp. 178. 1.00 


THE ECONOMIC BULLETIN 


Published quarterly in 1908, 1909, and 1910, and containing personal notes, news of 
the economic world, announcements of special lines of investigation, and a classified and 


annotated bibliography of the current books and articles on economic subjects. 

Volume I, 1908. Four numbers. $2.00; each .60 
Volume II, 1909. Four numbers $2.00; each .60 
Volume III, 1910. Four numbers. $2.00; each .60 


FOURTH SERIES 
Subscriptions by nonmembers, libraries, etc., $5.00 a year 


Volume I, 1911 

The American Economic Review, **March, June, September, and December; each, 1.00 
Twenty-third Annual Meeting: 

Papers and Discussions on the Significance of a Comprehensive System of 

Education; Money and Prices; The Ricardo Centenary; Accounting; Canals 

and Railways; Population and Immigration; Labor Legislation; Taxation; 

A Definition of Socialism; Competition in the Fur Trade. Pp. 388. 1.50 
**Handbook of the Association, 1911. 25 


Volume II, 1912 
The American Economic Review, March, June, September, and December; each, 1.00 
Supplement—Twenty-fourth Annual Meeting: 
Papers and Proceedings. The Economic Utilization of History; Tariff Legis- 
lation; The Federal Budget; Rural Conditions; Selection of Population by 
Migration; The Price Concept; An International Commission on the Cost 
of Living; Industrial Efficiency. Pp. 146. 1.25 


Volume III, 1913 


The American Economic Review, March, June, ** September, and ** December; each, 1.25 
“uppiement.—Twenty-Fifth Annual Meeting: 
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Papers and Proceedings. Population or Prosperity; The Rising Cost of Liy- 

ing—Standardizing the Dollar; Banking Reform; Theories of Distribution; 

Farm Management; Governmental Price Regulation. Pp. 155. 
Supplement.—Handbook of the Association, 1913. 


Volume IV, 1914 


The American Economic Review, March, June, September, and December; each, 

Supplement.—Twenty-sixth Annual Meeting: 
Papers and Proceedings, The Increasing Governmental Control of Economic 
Life; The Control of Public Utilities; Railroad Rate Making; Syndicalism; 
Trust Decisions and Business. Pp. 211. 

Supplement.—Handbook of the Association, 1914. 


Volume V, 1915 


The American Economic Review, March, June, September, and **December; each, 
Supplement.—Twenty-seventh Annual Meeting: 
Papers and Proceedings. Economics and the Law; Regulation of the Stock 
Exchanges; Market Distribution; Statistical Work of the United States 
Government; Relation of Education to Industrial Efficiency; The Effect of 
Income and Inheritance Taxes on the Distribution of Wealth; Public Regu- 
lation of Wages. Pp. 323. 


Volume VI, 1916 
The American Economic Review, ** March, ** June, September, and ** December; 
each, 
** Supplement.—Twenty-eighth Annual Meeting: 
Papers and Proceedings. The Apportionment of Representatives; Effect of 
the War on Foreign Trade; Budget Making and the Increased Cost of 
Government; Economic Costs of War; Economic Theorizing and Scientific 
Progress; The Role of Money in Economic Theory; Price Maintenance; 
Investment of Foreign Capital. Pp. 248. 
Supplement.—Handbook of the Association, 1916. 


Volume VII, 1917 


The American Economic Review, March, June, September, and December; each, 

Supplement.—Twenty-ninth Annual Meeting: 
Papers and Proceedings. The National Point of View in Economics; Landed 
Property; Two Dimensions of Economic Productivity ; Some Social Surveys 
in Iowa; The Land Problem and Rural Welfare; The Federal Farm Loan 
Act; Statistics of the Concentration of Wealth; Gold Supply at the Close 
of the War; Loans and Taxes in War Finance; Problems of Population 
after the War; Some Phases of the Minimum Wage. Pp. 275. 

Supplement.—Index to the Publications, 1886-1910. 


Volume VIII, 1918 


The American Economic Review, March, June, September, and ** December; each, 
Supplement.—Thirtieth Annual Meeting: 
Papers and Proceedings. Economic Reconstruction; Federal Taxes upon In- 
come and Excess Profits; Land Utilization and Colonization; Federal Valua- 
tion of Railroads; Co-ordination of Employment Bureaus; Control of the 
Acquisition of Wealth; Motives in Economic Life; Price-Fixing; Problems 
of Governmental Efficiency; Economic Alliances and Tariff Adjustments. 
Pp. 317. 
Volume IX, 1919 
The American Economic Review, ** March, ** June, September, and ere’ 
each, 
** Supplement.—Thirty-first Annual Meeting: 
Papers and Proceedings. Economists in Public Service; Interest on Invest- 
ment a Manufacturing Cost Factor; Control of Marketing Methods and 
Costs; War and the Supply of Capital; War and the Rate of Interest ; Index 
of the Cost of Living; Securing the Initiative of the Workman; A Legal Dis- 
missal Wage; After-War Gold Policies; Foreign Exchange; Stabilizing the 
Dollar; Tenancy of Landed Property; Price-Fixing; Economic Theory in 22 
Era of Readjustment; Psychology and Economics; The Open Door and 
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Colonial Policy; Reports of Committees on Foreign Trade and Purchasing 
Power of Money. Pp. 368. 
**Supplement No. 2.—Report of the Committee on War Finance. Pp. 142. 


cynplement No. 3—Handbook of the Association, 1919. 
OUP 


Volume X, 1920 


The American Economic Review, ** March, June, September, and December; each, 

«* Supplement —Thirty-second Annual Meeting: 
Papers and Proceedings. Excess Profits Taxation; Germany’s Reparation 
Payments; International Supervision over Foreign Investments; Results of a 
Balanced Industrial System; Employee’s Representation in Management of 
Industry; Prices and Reconstruction; Banking Policy and Prices; Large- 
Scale Marketing; Reports of Committees on Foreign Trade, Co-ordination 
in Taxation, Census Advisory Committee. Pp. 278. 

Supplement No. 2.—Taxation of Excess Profits in Great Britain, Pp. 244. 


Volume XI, 1921 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Thirty-third Annual Meeting: 
Papers and Proceedings. The Railroad Situation; Our Foreign Trade Bal- 
ance; Problems of the Bituminous Coal Industry; Traditional Economic 
Theory; Non-Euclidean Economics; Federal Taxation of Profits and In- 
come; Teaching of Elementary Economics. Pp. 194. 
Supplement No. 2.—Karelsen Prize Essays, on What Can a Man Afford? Pp. 118. 


Volume XII, 1922 


The American Economic Review, March, June, September, and December; each, 

Supplement.—Thirty-fourth Annual Meeting : 
Papers and Proceedings. Business Cycles; American Trade Unionism; The 
Railroads; Workmen’s Compensation; Federation in Central America; 
Teaching of Elementary Economics; The Chain Store Grocer; Economics 
and Ethics. Pp. 194. 

Supplement No. 2——Handbook of the Association, 1922. 


Volume XIII, 1923 
The American Economic Review, March, ** June, September, and December; each, 
Supplement.—Thirty-fifth Annual Meeting: 
Papers and Proceedings. Trend of Prices; Trend of Rate of Interest and 
Investment; Outlook for Wages and Employment; Overhead Costs; Com- 
mercial Rent and Profits; Labor Turnover; Factors in Wage Determina- 
tions; Income of Farmers; Large-Scale Production and Merchandising; 
Marketing Farm Products; Bureaus of Business Research. Pp. 293. 


Volume XIV, 1924 
The American Economic Review, **March,** June, September, and December; each, 
Supplement.—Thirty-sixth Annual Meeting: 
Papers and Proceedings. International Trade and Commercial Policy; Rail- 
road Consolidation; Economic Theory; Transportation; American Foreign 
: Trade; Marketing. Pp. 192. 
Supplement No. 2.—Handbook of the Association, 1924. 


Volume XV, 1925 
The American Economic Review, March, Jume, September, and December; each, 
Supplement.—Thirty-seventh Annual Meeting: 
Papers and Proceedings. The Economics of Advertising; Problems of Eco- 
nomic Theory; Transportation; Marketing; Giant Power; The Teaching of 
Business and Economics; Business Administration; Monetary Stabilization; 
Foreign Service Training; Highway Economics; Psychological Problems of 
a Industry. Pp. 165. 
Supplement No, 2.—Babson Prize Essay, on Forecasting the Price of Hogs. Pp. 22. 


Volume XVI, 1926 


the American Economic Review, March, June, September, and December; each, 
Supplement.—Thirty-eighth Annual Meeting: 
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Papers and Proceedings. Movement of Real Wages; Teaching of Economics; 
Consuming Power of Labor and Business Fluctuations; Economic Problems 
Involved in the Payment of International Debts; Economics and Geog- 
raphy; Agriculture in Our National Policy; Tariff Making; Trade Associa- 
tions; Theory of Wages; Reducing the Costs of Marketing; Topics in 
Economic History; Railway Problems; Land Economics; Federal Reserve 
Policies. Pp. 353. 
Supplement No. 2.—Handbook of the Association, 1926. 


Volume XVII, 1927 
The American Economic Review, March, June, September, and December; each, 
** Supplement.—Thirty-ninth Annual Meeting: 
Papers and Proceedings. Economics of Prohibition; Economic History; Use 
of the Quantitative Method in the Study of Economic Theory; Present-Day 
Corporation Problems; American Practices Analogous to Foreign Controls 
over Raw Materials; Marketing; Interest Theory and Price Movements: 
Problem of Effective Public Utility Regulation; Immigration Restriction— 
Economic Results and Prospects; Family Budgets; Motor Transportation in 


the United States. Pp. 218. 
Supplement No. 2.—Report of the Dinner in Honor of Professor John Bates Clark. 


Pp. 18. 
Volume XVIII, 1928 

The American Economic Review, March, June, September, and December; each, 

Supplement.—Fortieth Annual Meeting: 
Papers and Proceedings. Land Economics; Marketing; Present Status and 
Future Prospects of Quantitative Economics; Post-War Fluctuations of 
Commodity Prices; Relationship between Departments of Economics and 
Collegiate Schools of Business; Economic History; Simplification of the 
Federal Income Tax; Economic Significance of the Increased Efficiency of 
American Industry; An Approach to the Law of Production and Its Rela- 
tion to the Welfare of the Wage-Earner; Meaning of Valuation; Railroad 
Valuation with Special Reference to the O'Fallon Decision; Interest Rates 
as Factors in the Business Cycle; Should the Debt Settlements Be Revised; 
An Examination of the Reasons for Revision of the Debt Settlements. 
Pp. 305. 

Supplement No. 2—Handbook of the Association, 1928. 


Volume XTX, 1929 
The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-first Annual Meeting: 
Papers and Proceedings. Market Shifts, Price Movements, and Employment; 
Some Observations on Unemployment Insurance; Marketing; Land Eco 
nomics; Law and Economics; Price Stabilization; London and the Trade 
Cycle; Federal Reserve Policy and Brokers’ Loans; Central Planning of Pro- 
duction in Soviet Russia; International Differences in the Labor Move- 
ment; Tariff Making in the United States; Economic History; Locality Dis- 
tribution of Industries; Regulation of Electric Light and Power Utilities; 
An Inductive Study of Publicly Owned and Operated vs. Privately Owned 
but Regulated Public Utilities; Regulation of the Common Carrier; Com- 
mercial Motor Vehicle and the Public. Pp. 284. 


Volume XX, 1930 


The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-second Annual Meeting: 
Papers and Proceedings. Economic History; Public Works Plan and Unem- 
ployment; Theory of Economic Dynamics as Related to Industria! Instabil- 
ity; Chief Economic Problems of Mexico; Reparations Settlement and the 
International Flow of Capital; Federal Reserve Board—Its Problems and 
Policy; Economic and Social Consequences of Mechanization in Agriculture 


and Industry. Pp. 214. 
Volume XXI, 1931 


The American Economic Review, March, June, September, and December; each, 
Supplement.—Forty-third Annual Meeting: 
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Papers and Proceedings. Decline of Laissez Faire; Small Loan Business; So- 

cial and Economic Aspects of Chain Stores; Russian Economic Situation; 

Trustification and Economic Theory; Persistence of the Merger Movement ; 

Program of the Federal Farm Board; Social Implications of Restriction of 

Agricultural Output; Land Economics and Real Estate; Institutionalism— 

What It Is and What It Hopes to Become; An Approach to World Eco- 

nomics; International Industrial Relations—Migration of Enterprise and 

Policies Affecting It; World-Wide Depression of 1930; Present Depression— 

A Tentative Diagnosis; Power and Propaganda; Failure of Electric Light 

and Power Regulation and Some Proposed Remedies. Pp. 302. $1.25 
Supplement No. 2.—Handbook of the Association, 1931. 2.00 


Volume XXII, 1932 
The American Economic Review, March, June, September, and December; each, 1.25 
Supplement. Forty-fourth Annual Meeting : 

Papers and Proceedings. Private Enterprise in Economic History; Shorter 
Working Time and Unemployment; Quantitative Economics; Theory of 
Technological Progress and the Dislocation of Employment; Measurement 
of Productivity Changes and the Displacement of Labor; Stabilization of 
Business and Employment; Principle of Planning and the Institution of 
Laissez Faire; Institutional Economics; Elasticity of Demand as a Useful 
Marketing Concept; Investments of Life Insurance Companies; Real Estate 
in the Business Cycle; Investments and National Policy of the United States 
in Latin America; Recent Changes in the Character of Bank Liabilities 
and the Problem of Bank Reserves; Bank Failures in the United States; 
Transportation by Rail and Otherwise; Our Changing Transportation Sys- 
tem. Pp. 306. 1.25 


Volume XXIII, 1933 

The American Economic Review, March, June, September, and December; each, 1.25 
Supplement.—F orty-fifth Annual Meeting: 

Papers and Proceedings. Rise of Monopoly in the United States; Record of 

Insurance in the Depression; Some Theoretical Aspects of Unemployment 

Reserves; The Economics of Unemployment Relief; American Economic 

Thought; Formation of Capital: Measurement and Relation to Economic 

Instability; Size of Business Unit as a Factor in Efficiency of Marketing; 

Reserve Bank Policy and Economic Planning; Federal Reserve Policy in 

World Monetary Chaos; Tariff Reform: The Case for Bargaining; Specula- 

tion in Suburban Lands; Real Estate Speculation and the Depression. Pp. 


Supplement No. 2.—Handbook of the Association, 1933. 2.00 


Volume XXIV, 1934 


The American Economic Review, **March, June, September, and December; each, 1.25 
**Supplement.—F orty-sixth Annual Meeting: 
Papers and Proceedings. The History of Recovery; Public Utilities in the 
Depression; Imperfect Competition ; Fundamentals of a National Transpor- 
tation Policy; Correlation of Rail and Highway Transportation; Marketing 
under Recovery Legislation; Economics of the Recovery Act; Measurement 
of Unemployment; Controlled Inflation; Banking Act of 1933—An Ap- 
praisal; Some Statistics on the Gold Situation; The Problem of Tax Delin- 
quency; The Problem of Expanding Governmental Activities; The Eco- 
nomics of Public Works. Pp. 224. 1.25 


Volume XXV, 1935 
The American Economie Review, March, June, September, and December; each, 1.25 
Supplement —Forty-seventh Annual Meeting: 
Papers and Proceedings. NRA Examined; Rate-making Problems of TVA; 
New Deal and the Teaching of Economics; Paths of Economic Change; 
Business Enterprise and the Organization of Production; Changes in the 
Character, Structure, and Conditions of Production; International Aspects 
of Problems of Production and Trade; International Movements of Capital ; 
Our Commercial Banking System; Aspects of Co-ordination and Finance; 
Some Lessons Drawn from European Experience; Nationalism; Security 
Regulation and Speculation; Monetary Stabilization from an International 


$1.25 

‘ 
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Point of View; Monetary Stabilization from a National Point of View; De- 
centralization of Population and Industry; Co-ordination of State and Loca] 
Finance; Relief Aspects of the New Deal; Unified Program for the Unem- 
ployed. Pp. 240. 

Volume XXVI, 1936 


The American Economic Review, March, June, September, and December; each. 
Supplement.—Forty-eighth Annual Meeting: 


Papers and Proceedings. Some Distinguishing Characteristics of the Current 
Recovery; Price Theories and Market Realities; Notes on Inflexible Prices; 
Effect of the Depression upon Earnings and Prices of Regulated and Non- 
regulated Industries; Size of Plants in Its Relation to Price Control and 
Price Flexibility; Requisites of Free Competition; Monopolistic Competition 
and Public Policy; Banking Act of 1935; Recent Legislation and the Bank- 
ing Situation; Economic Aspects of an Integrated Social Security Program; 
Capital Formation; Trade Agreements Program and American Agriculture; 
Founding and Early History of the American Economic Association; Devel- 
opments in Economic Theory; Federal Revenue Act of 1935; Relations 
between Federal, State, and Local Finances; Equalization of Local Govern- 
ment Resources; Adjustment to Instability; Transportation Problems; Fifty 
Years’ Developments in Ideas of Human Nature and a Motivation; Institu- 
tional Economics; Place of Marginal Economics in a Collectivist System; 
Problem of Prices and Valuation in the Soviet System; Effects of New Deal 
Legislation on Industrial Relations; Report of the Fiftieth Anniversary 
Dinner. Pp. 350. 


** Supplement No, 2.—Handbook of the Association, 1936. 


Volume XXVII, 1937 


The American Economic Review, March, June, September, and Decentber; each 
Supplement.—Forty-ninth Annual Meeting: 


Papers and Proceedings. Economic Interdependence, Present and Future; 
Quantitative and Qualitative Changes in International Trade During the 
Depression; Current Tendencies in Commercial Policy; Trade Problem of 
the Pacific; Analysis of the Nature of American Public Debts; Limits to 
Possible Debt Burdens, Federal, State, and Local; Debt Retirement and the 
Budget; United States Debt—Distribution among Holders and Present 
Status; Federal-State Unemployment Compensation Provisions of the Social 
Security Act; Unemployment Relief and Insurance; Economic Problems 
Arising from Social Security Taxes and Reserves; The Situation of Gold 
Today in Relation to World Currencies; Mechanisms and Objectives for the 
Control of Exchange; The Adequacy of Existing Currency Mechanisms 
Under Varying Circumstances; Present Situation of Inadequate Housing; 
Financing of Housing; Some Economic Implications of Modern Housing; 
Managed Currency; A Critique of Federal Personnel Policies as Applied to 
Professional Social Science Positions; New Opportunities for Economists 
and Statisticians in Federal Employment; Government Employment as 2 
Professional Career in Economics; Indicia of Recovery; Housing and 
Housing Research; Distribution of Purchasing Power and Business Fluctua- 
tions; Forecast of Power Development; The Possibility of a Scientific Elec- 
trical Rate System; Co-ordination of Public and Private Power Interests in 
European Countries; Recent Developments in the Theory of Speculation; 
Control of Speculation under the Securities Exchange Act; Unorganized 
Speculation: the Possibility of Control. Pp. 333. 


Volume XXVIII, 1938 


The American Economic Review, March, June, September, and December; each, 
Supplement.—Fiftieth Annual Meeting: 


Papers and Proceedings. The Significance of Marxian Economics for Present- 
day Economic Theory; The Significance of Marxian Economics for Cur- 
rent Trends of Governmental Policy; The Rate of Interest; Security Mar- 
kets and the Investment Process; Relation of Price Policy to Fluctuations 
of Investment; General Interest Theory; Rate of Interest; Security Regula- 
tion; Corporate Price Policies; Fiscal Policies; Rate of Consumption, 
Wage Rates; Social Security Program; Rate of Consumption; Durable Con- 
sumers Goods; Wage Policies. Pp. 192. 


Supplement No. 2.—Handbook of the Association, 1938. 
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Volume XXTX, 1939 


The American Economic Review, **March, **June, September, and December; 
ent.—Fifty-first Annual Meeting: 

Papers and Proceedings. Problem of Industrial Growth in a Mature Econ- 
omy; Effects of Current and Prospective Technological Developments upon 
Capital Formation; Public Investment in the United States; Expansion and 
Contraction in the American Economy; Effect of Industrial and Technologi- 
cal Developments upon Demand for Capital; Role of Public Investment and 
Consumer Capital Formation; Income and Capital Formation; Price and 
Production Policies of Large-Scale Enterprise; Changing Distribution Chan- 
nels; Financial Control of Large-Scale Enterprise; Pure Theory of Produc- 
tion; Changing Character of American Industrial Relations; Wages and 
Hours in Relation to Innovations and Capital Formation; Effect of Wage 
Increase upon Employment; Relation of Wage Policies and Price Policies; 
An Appraisal of Factors Which Stopped Short the Recovery Development in 
the United States; Fiscal Policy in the Business Cycle; An Appraisal of the 
Workability of Compensatory Devices; Divergencies in the Development 
of Recovery in Various Countries; Factors Making for Change in Character 
of Business Cycle; Industrial Relations. Pp. 280. 


Volume XXX, 1940 

The American Economic Review, March, June, September, and December; each, 

** Supplement.—Fifty-second Annual Meeting: 
Papers and Proceedings. Objectives of Monetary Policy; Economic Issues 
in Social Security Policy; Bank Deposits and the Business Cycle; Problems 
in the Teaching of Economics; Price Control Under “Fair Trade” Legisla- 
tion; Problems of American Commercial Policy; Transportation Problem; 
Preserving Competition Versus Regulating Monopoly; Theory of Interna- 
tional Trade; Collective Bargaining and Job Security; Banking Reform 
Through Supervisory Standards; Incidence of Taxation; Economic Plan- 
ning; Growth of Rigidity in Business; Economics of War; Population Prob- 
lems; Cost Functions and Their Relation to Imperfect Competition. Pp. 436. 

Supplement No, 2.—Handbook of the Association, 1940. 

No. 5 (February, 1941) 

Fifty-third Annual Meeting (December, 1940): 

Papers and Proceedings. Gold and the Monetary System; Economic Re- 
search; Federal Budget; Economic Consequences of Deficit Financing; 
Teaching of Economics; Agricultural Situation; A Review of Fundamental 
Factors, an Evaluation of Public Measures, and an Appraisal of Prospects; 
Status and Role of Private Investment in the American Economy, 1940; 
Unemployment in the United States, 1930-50; Economic Consequences of 
War Since 1790; Some Economic Problems of War, Defense, and Postwar 
Reconstruction; United States in the World Economy, 1940; International 
Economic Relations and Problems of Commercial Policy; Price Policy and 


Price Behavior, Pp. 458. 
Volume XXXI, 1941 
The American Economic Review, March, June, September, and **December; each, 
Volume XXXII, 1942 


The American Economic Review, **March, **June, **September, and **December; 
each, 


Supplem 


Supplement.—Fifty-fourth Annual Meeting: 
Papers and Proceedings, Economic Adjustments After Wars; Problems of 
Taxation; Determinants of Investment Decisions; Problems of International 
Economic Policy for the United States; History of American Corporations; 
Problems of Labor Market Research; Co-ordination of Federal, State, and 
Local Fiscal Policy; Technical Aspects of Applying a Dismissal Wage to De- 
tense Workers; Problems of International Economic Policy; Impact of Na- 
tional Defense and the War upon Public Utilities; Future of Interest Rates; 
Effect of Managerial Policy upon the Structure of American Business; 
Economic Effects of Wars; Economic Aspects of Reorganization Under the 
Chandler Act; Economics of Industrial Research; Objectives in Applied 
Land Economics Curricula; Changing Position of the Banking System and 
Its Implications for Monetary Policy; Determination of Wages; Economic 
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Problems of American Cities; Cost and Demand Functions of the Individual 
Firm; Problems of Price Control; Effects of the War and Defense 
upon Economic Conditions and Institutions; Trade Unions and the Law. 


Supplement No. 2.—Papers Relating to the Temporary National Economic Com- 
mittee. Pp. 135. x 
Supplement No. 3.—Directory. Pp. 198. 3.00 


Volume XXXIII, 1943 
The American Economic Review, **March, June, September, and December; each, 
**Supplement.—Fifty-fifth Annual Meeting: 
Papers and Proceedings. Economic Claims of Government and of Private 
Enterprise; Our Industrial Plant When Peace Comes; Financial and Goy- 
ernment Contract Adjustments of Industry at the End of the War; Prob- 
lems of Public Policy Raised by Collective Bargaining; Our Labor Force 
When Peace Comes; Price Control and Rationing; Case Studies in Price 
Control; Restoration of International Trade; Future of International 
Investment; International Financial Relations After the War; Economic 
Regionalism and Multilateral Trade; Bases of International Economic 
Relations; International Commodity Agreements. Pp. 508 + 15. 


Volume XXXIV, 1944 


The American Economic Review, **March, June, September, and December; each, 

**Supplement.—Fifty-sixth Annual Meeting: 
Papers and Proceedings. Political Science, Political Economy, and Values; 
Educational Function of Economists and Political Scientists; Public Ad- 
ministration of Transportation under War Conditions; How Achieve Full 
and Stable Employment; Incentive Problems in Regulated Capitalism ; Post- 
war Labor Problems; Social Security; Postwar Legal and Economic Posi- 
tion of American Women; Postwar Domestic Monetary Problems; Eco- 
nomic Organization of Welfare; International Trade; Regional Problems; 
International Monetary Problems. Pp. 440 + 16. 

Supplement No. 2.—Implemental Aspects of Public Finance. Pp. 138. 


Volume XXXV, 1945 


The American Economic Review, March, June, September, and December; each, 

Supplement (May).—Fifty-seventh Annual Meeting: 
Papers and Proceedings. Consumption Economics; Expanding Civilian Pro- 
duction and Employment After the War; Natural Resources and Inter- 
national Policy; Interdepartmental Courses in the Social Sciences; Price 
Control and Rationing in the War-Peace Transition; Organized Labor and 
the Public Interest; Aviation in the Postwar World; International Mone- 
tary and Credit Arrangements; Agricultural Price Supports and Their 
Consequences; Political Economy of International Cartels; Fiscal Prob- 
lems of Transition and Peace; Problems of Regionalism in the United 
States; Food and Agriculture—Outlook and Policy; Function of Govern- 
ment in the Postwar American Economy. Pp. 520 + 16. 


Volume XXXVI, 1946 
The American Economic Review, March, June, September, and December; each, 1.25 
Supplement (May).—Fifty-eighth Annual Meeting: 
Papers and Proceedings. Problem of “Full Employment” ; American Economy 
in the Interwar Period; Postwar Labor Relations; Monetary Policy; 
Changing Structure of the American Economy; Economic Problems of 
Foreign Areas; Publication of an Annual Review of Economics; New 
Frontiers in Economic Thought; Postwar Shipping Policy; Monopoly 
Competition; Postwar Tax Policy; Postwar Railroad Problems; Inter- 
national Investment; Recent Developments in Public Utility Regulation; 
International Cartels; Economic Research; Methods of Focusing Economic 
Opinion on Questions of Public Policy (e.g., Monetary, Agricultural Price 
Supports); Undergraduate Teaching of Economics. Pp. 950. 
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